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ECONOMIC REPORT OF THE PRESIDENT

To THE CONGRESS OF THE UNITED STATES:

One of the fundamental tenets of the American economy has been
that if you work hard, you can do well enough to raise a family, own a
home, send your kids to college, and put a little money away for retire-
ment. That’s the promise of America.

The defining issue of our time is how to keep that promise alive. We
can either settle for a country where a shrinking number of people do very
well while a growing number of Americans barely get by, or we can restore
an economy where everyone gets a fair shot, everyone does their fair share,
and everyone plays by the same set of rules.

Long before the recession that began in December 2007, job growth
was insufficient for our growing population. Manufacturing jobs were leav-
ing our shores. Technology made businesses more efficient, but also made
some jobs obsolete. The few at the top saw their incomes rise like never
before, but most hardworking Americans struggled with costs that were
growing, paychecks that were not, and personal debt that kept piling up.

In 2008, the house of cards collapsed. We learned that mortgages had
been sold to people who could not afford them or did not understand them.
Banks had made huge bets and doled out big bonuses with other people’s
money. Regulators had looked the other way, or did not have the authority
to stop the bad behavior. It was wrong. It was irresponsible. And it plunged
our economy into a crisis that put millions out of work, saddled us with
more debt, and left innocent, hardworking Americans holding the bag.

In the year before I took office, we lost nearly 5 million private sec-
tor jobs. And we lost almost another 4 million before our policies were in
full effect.

Those are the facts. But so are these: In the last 23 months, busi-
nesses have created 3.7 million jobs. Last year, they created the most jobs
since 2005. American manufacturers are hiring again, creating jobs for the
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first time since the late 1990s. And we have put in place new rules to hold
Wall Street accountable, so a crisis like this never happens again.

Some, however, still advocate going back to the same economic
policies that stacked the deck against middle-class Americans for way too
many years. And their philosophy is simple: We are better off when every-
body is left to fend for themselves and play by their own rules.

That philosophy is wrong. The more Americans who succeed, the
more America succeeds. These are not Democratic values or Republican
values. They are American values. And we have to reclaim them.

This is a make-or-break moment for the middle class, and for all
those who are working to get into the middle class. It is a moment when we
can go back to the ways of the past—to growing deficits, stagnant incomes
and job growth, declining opportunity, and rising inequality—or we can
make a break from the past. We can build an economy by restoring our
greatest strengths: American manufacturing, American energy, skills for
American workers, and a renewal of American values—an economy built
to last.

When it comes to the deficit, we have already agreed to more than
$2 trillion in cuts and savings. But we need to do more, and that means
making choices. Right now, we are poised to spend nearly $1 trillion more
on what was supposed to be a temporary tax break for the wealthiest 2
percent of Americans. Right now, because of loopholes and shelters in the
tax code, a quarter of all millionaires pay lower tax rates than millions of
middle-class households. I believe that tax reform should follow the Buffett
Rule. If you make more than $1 million a year, you should not pay less than
30 percent in taxes. In fact, if you are earning a million dollars a year, you
should not get special tax subsidies or deductions. On the other hand, if
you make under $250,000 a year, like 98 percent of American families do,
your taxes should not go up.

Americans know that this generation’s success is only possible
because past generations felt a responsibility to each other, and to the
future of their country. Now it is our turn. Now it falls to us to live up to
that same sense of shared responsibility.

This year’s Economic Report of the President, prepared by the
Council of Economic Advisers, describes the emergency rescue measures
taken to end the recession and support the ongoing recovery, and lays out
a blueprint for an economy built to last. It explains how we are restoring
our strengths as a Nation—our innovative economy, our strong manu-
facturing base, and our workers—by investing in the technologies of the
future, in companies that create jobs here in America, and in education
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and training programs that will prepare our workers for the jobs of tomor-
row. We must ensure that these investments benefit everyone and increase
opportunity for all Americans or we risk threatening one of the features
that defines us as a Nation—that America is a country in which anyone can
do well, regardless of how they start out.

No one built this country on their own. This Nation is great because
we built it together. If we remember that truth today, join together in com-
mon purpose, and maintain our common resolve, then I am as confident
as ever that our economic future is hopeful and strong.

THE WHITE HOUSE
FEBRUARY 2012
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CHAPTER 1

TO RECOVER, REBALANCE,
AND REBUILD

he problems that caused the deep recession that began at the end of

2007 and lasted until mid-2009 were a long time in the making and will
not be solved overnight. But in 2011, the Nation continued to recover from
the Great Recession and to make progress toward building a stronger foun-
dation for more balanced and sustainable economic growth in the future.
The economy has expanded for 10 straight quarters. As a result of this
growth, by the third quarter of 2011, the real gross domestic product (GDP)
of the United States had surpassed its peak level at the start of the 2007-09
recession. Sustaining and strengthening the ongoing recovery remains a
top priority for the Obama Administration, while seeking to address the
fundamental imbalances and other problems that had built up for decades
and erupted with the financial and economic crisis in 2008.

The pace of the recovery has not been faster because of the severity of
the financial and economic crisis and the unique nature of the problems that
led to the crisis in the first place. These problems included excess borrowing
in the run-up to the financial crisis that subsequently caused massive dele-
veraging by households, a massive loss of wealth during the financial crisis
that continues to constrain consumption, and excess residential home build-
ing during the housing boom that continues to cause weakness in residential
construction and the housing sector.

Fundamentally, many of the problems that have plagued the economy
in the past decade can be traced to weak income growth for middle-class
workers. This can be seen in Figure 1-1, which displays the median house-
hold’s income each year after adjusting for inflation. Income growth was
stagnant for middle-income earners in the 2001-07 period and, as is com-
mon, declined in the recessions at the end and beginning of the decade.
Had income grown at the same average annual rate in the first decade of the
2000s as it did in the 1990s, middle-income households would have greatly
improved their financial situation.
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Figure 1-1
Median Household Income, 1979—-2010
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A related phenomenon is that the size of the middle class has shrunk.
This disturbing trend has taken place over several decades. While those at
the top of the income distribution have seen strong income growth, many in
the middle and at the bottom have struggled. Many economists have argued
that, when confronted with easy credit and nontransparent terms, many
families borrowed at an unsustainable rate to make up for the weak income
growth they experienced in the 2000s. Strengthening and expanding the
middle class, and adequately reforming the financial sector, are therefore at
the root of the Obama Administration’s strategy to reestablish an economy
that is built to last.

In addition to lingering effects of the financial crisis and the long-
standing problem of weak income growth for the middle class, the recovery
in 2011 faced additional shocks from natural disasters in Asia, unrest in the
Middle East that caused oil prices to spike, self-inflicted wounds to confi-
dence from the contentious debt ceiling debate over the summer, and stress
in European debt markets. Despite these encumbrances—and with the sup-
port, in part, of measures the President signed into law in December 2010,
including the payroll tax cut, the extension of unemployment insurance, and
100 percent business expensing—private-sector employment has increased
for 23 straight months, and the unemployment rate fell from a high of 10.0
percent in October 2009 to 8.3 percent in January 2012. Over the course of

22 | Chapter1



2011, the unemployment rate fell by 0.9 percentage points, the largest drop
in any year since 1994. Most of that decline occurred in the last three months
of 2011.

The sharp drop in unemployment toward the end of 2011 took
economic forecasters by surprise, because unemployment was projected
to remain in the high-8-percent range by many forecasters, including the
Council of Economic Advisers (CEA). As part of the Budget process, the
CEA, together with the Office of Management and Budget and Treasury offi-
cials, made its forecast of economic outcomes in mid-November 2011. Since
that forecast was locked down, the reported unemployment rate has now
fallen by 0.7 percentage points, and the advance estimate of GDP growth
for the fourth quarter of 2011 exceeded what most forecasters had expected
in November. In view of the new information, the consensus of Blue Chip
forecasters lowered its forecast of the unemployment rate for the end of
2012 by about 0.8 percentage point, to 8.1 percent. The more optimistic
private forecasters expect the rate to be below 8.0 percent at the end of the
year. In Chapter 2, the Report illustrates the latest forecasting range for the
unemployment rate. One of the reasons for the range of forecasting uncer-
tainty is that it is unclear how many of the President’s job creation initiatives
Congress will enact in the coming year. Respected private forecasters have
estimated that a continuation of the 2 percentage point payroll tax cut and
extended unemployment insurance benefits through the remainder of 2012
could significantly boost economic growth and job creation.

The Administration’s economic strategy continues to be to: 1) pursue
avenues to raise demand for U.S. goods and services in the short run to sup-
port the ongoing recovery and put more people back to work; 2) develop
credible policies to return to a fiscally sustainable path in the intermediate
and long term; and 3) invest in education, innovation, research, domestic
energy, and infrastructure in order to build a stronger foundation for future
economic growth and an expanding middle class. Put simply, the Nation
needs to recover, rebalance, and rebuild. As described in this Report, in
many instances, when Congress has not acted, the President has taken steps
to implement this agenda.

RECOVERING FROM THE GREAT RECESSION

When President Obama took office on January 20, 2009, the U.S.
economy was contracting at an alarming rate, and employment was falling
by more than 700,000 jobs a month. The plunge in economic activity was
even deeper than the Bureau of Economic Analysis initially reported: revised
estimates showed that the economy contracted at an 8.9 percent annualized
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Data Watch 1-1: Innovation in Measurement

Economic statistics are central to understanding how the economy
is working—whether consumer spending is growing or shrinking, the
extent to which businesses are investing in equipment and software,
the number of people currently employed, and the wages they are
earning, among many other examples. This year’s Economic Report of
the President highlights the role that accurate and timely economic mea-
surement plays in supporting sound economic decisions by policymak-
ers, businesses, and families. In a series of Data Watch boxes, the Report
offers examples of recently developed data series that shed light on
economic performance, significant gaps in available economic data, and
opportunities for improvements in the Nation’s economic measures.

The growing integration of technology in our daily lives has cre-
ated an abundance of new possibilities for producing better and more
timely data based on nontraditional sources of information. As Census
Bureau Director Robert Groves has written, “(t)he volume of data gener-
ated outside the government statistical systems is increasing much faster
than the volume of data collected by the statistical systems; almost all of
these data are digitized in electronic files” (Groves 2012). Nontraditional
sources of information include both digital administrative data (e.g.,
tax records and records related to participation in government transfer
programs) and records generated in the private sector (e.g., data from
Internet searches, scanner data and social media data).

There is a long history of using administrative records to produce
economic statistics—under strict standards of confidentiality. The
Obama Administration has endeavored to create new databases that
track student performance across different stages of education, as well
as the performance of postsecondary educational institutions. Once
these databases have been developed, analyses of the outcomes achieved
by students with different educational experiences will help to guide
improvements in instructional quality and college choice.

Innovative statistics based on electronic records compiled as a
byproduct of commercial activity also can be informative. Adding series
based on Google Trends to economic forecasting models, for example,
can improve those models’ predictive power. The number of search
queries for a particular make of automobiles in the last two weeks of
a month, for instance, turns out to be a good predictor of sales of that
car, and the number of searches for real estate agencies is one of the best
predictors of current home sales (Choi and Varian 2009).

Unlike government survey data, data based on electronic records
generated for commercial or administrative purposes may not be
nationally representative, and expanding access to these records, even
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for purely statistical purposes, can pose privacy concerns that must be
addressed. But their use also has the potential to improve and enrich
existing official statistics. The Bureau of Economic Analysis, for exam-
ple, plans to use credit card data to improve its statistics on international
travel services. The Census Bureau is exploring the use of administra-
tive data on receipt of government benefits to improve estimates of
income in its household surveys. Other uses of both commercial and
administrative data to improve official statistics can easily be imagined.
Government statistical agencies can play a vital role in this burgeoning
field by providing survey data to improve the representativeness of
nonsurvey data, and the Federal statistical agencies can improve their
measures by integrating private-sector information. Progress in this
area will ultimately lead to better informed decisions by policymakers,
businesses, and families.

rate in the last quarter of 2008, from the initial advanced estimate of 3.8 per-
cent, the largest quarterly downward revision in history. The Administration
immediately took bold steps to turn around an economy in free fall. It
worked to stem the job losses and put people back to work through the
American Recovery and Reinvestment Act of 2009 (the Recovery Act), and
it shored up the banking system and stabilized the financial sector through
a series of measures including stress tests for banks and rigorous require-
ments for banks to raise private capital and repay the government for funds
from the Troubled Asset Relief Program, and it rescued the American auto
industry.

Soon after the Recovery Act was passed, the contraction of GDP
slowed markedly to -0.7 percent in the second quarter of 2009 from
-6.7 percent in the preceding quarter. Economic growth turned positive
in the third quarter of 2009, and the economy has grown at an annualized
growth rate of 2.4 percent over the past 10 quarters.

The economy is continuing to recover from the most severe downturn
since the Great Depression. Despite numerous adverse headwinds—both
domestic and international—that threatened the recovery, the U.S. economy
displayed notable resilience in 2011. Private nonfarm employment growth,
shown in Figure 1-2, averaged 174,000 jobs per month in 2011, and 218,000
jobs per month over the past three months (ending in January 2012). Private
employers added more than 2.1 million jobs in 2011, the most in any year
since 2005. At $15.3 trillion dollars, real GDP now exceeds its pre-recession
peak. Clearly, this improvement since the end of the recession represents real
progress. Nevertheless, given the depth and severity of the Great Recession,
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Data Watch 1-2: Revisions to Estimates of the Gross Domestic Product

The gross domestic product (GDP) is a summary measure of
the Nation’s economic activity, constructed as the sum of personal
consumption, gross private investment, net exports, and government
expenditures. The first estimate of GDP appears within a month after
the end of the quarter to which it applies and is based, in part, on
source data that are preliminary and incomplete. More complete data
are available for the second estimate, published the following month,
and the third estimate, released the month after that; each of these
revisions incorporates new or revised information from private and
public sources, including monthly and quarterly Census Bureau surveys.
Annual revisions to the National Income and Product Accounts allow
the Bureau of Economic Analysis (BEA) to catch up in an organized
way with further revisions to the source data used to compute GDP
and to incorporate additional data available only at yearly frequencies.
About every five years, a benchmark revision incorporates data from the
Economic Censuses (Landefeld, Seskin, and Fraumeni 2008).

Between 1983 and 2009, revisions in the annualized growth rate
of real quarterly GDP between the first and latest available estimate
averaged 1.2 percentage points in absolute value (Fixler, Greenaway-
McGrevy, and Grimm 2011). A dramatic example is provided by the
revisions to the GDP growth rate for the fourth quarter of 2008, which
was originally reported as —3.8 percent and later revised down to -8.9
percent in the annual revision released in July 2011. This was the larg-
est downward revision to the quarterly data ever reported. Taken as
a whole, the revised data for 2008 and 2009 indicated that the recent
recession was considerably more severe than originally reported.

While revisions to initial GDP estimates for the United States can
be substantial, they are smaller than the average for other large devel-
oped economies (see, for example, Faust, Rogers, and Wright 2005).
And despite sometimes sizable revisions, early estimates of quarterly
GDP growth generally do a good job of capturing increases or decreases
in growth rates, as well as the timing of cyclical peaks and troughs (Fixler
and Grimm 2005). Further, research has found that there is only limited
potential to improve the initial GDP estimates given the contemporane-
ous information available to the BEA (Dynan and Elmendorf 2001;
McKenzie, Tosetto, and Fixler 2008).

Still, more accurate early estimates of GDP would be helpful to
policymakers and businesses. Improving the quality and timeliness of
the source data available to the BEA is the best way to accomplish this
objective.
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stronger economic growth and faster job gains are needed to make full use
of the Nation’s human and physical resources.

On the whole, the pace of real GDP growth so far during this recovery
has been almost as fast as was the case at a similar stage of the recoveries
following the 1991 and 2001 recessions, which is noteworthy progress given
that the earlier recoveries received a strong boost from residential home
building and State and local government spending. Because of the excess
home and office construction during the housing bubble, construction of
structures has been notably weak so far in this recovery. In addition, once
Recovery Act funds began to phase out, State and local governments cut
spending and laid off workers at a faster pace. Both of these developments
are unprecedented headwinds that were not present during other postwar
recoveries.

As has been the pattern in recent recoveries, job growth has lagged
a resumption of economic growth. Job growth started in February 2010,
8 months after the official conclusion of the 2007-09 recession, versus 11
months after the end of the 1991 recession and 21 months after the end of
the 2001 recession. From February 2010 through January 2012 (months 8
through 31 after the official end of the recession), private-sector employers
added a net total of 3.7 million jobs. Over the comparable period of the
recovery from the 1991 recession, businesses added 3.0 million jobs (from
November 1991 to October 1993), and over the comparable period of the

Figure 1-2
Change in Nonfarm Payrolls, 2007-2011
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Figure 1-3
Unemployment Rate Increases in Recessions
Associated with Financial Crises
Percentage point increase from business-cycle peak
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recovery from the 2001 recession, businesses added 1.1 million jobs (July
2002 to June 2004).

The catastrophic financial crisis that exacerbated the economic
downturn during the second half of 2008 is an important reason why the
pace of the recovery has not been stronger. As discussed in Chapter 2, previ-
ous research finds that recessions associated with financial crises not only
tend to be deeper than other types of economic downturns but also longer
lasting. Yet, as bad as the Great Recession was, the United States appears
to have fared relatively better than other countries that have experienced
severe financial crises, in large part because of the emergency actions that
were taken to strengthen the economy and stabilize the financial system. In
a group of 14 countries identified by the economists Carmen Reinhart and
Kenneth Rogoff as having experienced severe financial crises, these crises
were followed by a real GDP decline of more than 10 percent, on average. In
contrast, U.S. output decreased by substantially less. In addition, from each
country’s business cycle peak to their subsequent peak unemployment rate,
the unemployment rate across these 14 countries increased by an average
of 7.7 percentage points as a result of their financial crises (Figure 1-3).!

! Figure 1-3 shows the average increase in the unemployment rate across 14 financial crisis
recessions, regardless of how many quarters it took the unemployment rate to reach its peak.
Figure 2-4, in contrast, shows the average rise in the unemployment rate in each quarter
elapsed from the beginning of each recession.
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Although still a large increase relative to previous postwar recessions, the
U.S. unemployment rate rose by 5.1 percentage points from the last quarter
of 2007 to the fourth quarter of 2009, about 2.6 points less than the average
country’s experience.

The financial crisis was precipitated largely by lax credit standards,
inadequate oversight, excessive debt, and a boom-and-bust cycle in housing
prices, which led to unsustainable expansions in residential construction
and consumer spending. Chapter 4 highlights the challenges that remain
in the housing market, deriving primarily from institutional frictions, and
explains the Administration’s initiatives for addressing many of the inter-
linked housing market problems.

REBALANCING AT HOME AND ABROAD

Once economic recovery began in mid-2009, the Obama
Administration took steps to restore balance to the U.S. economy to help
prevent the sorts of excesses that led to the financial crisis that erupted in
2008. In June 2009, the President presented his proposals for Wall Street
reform. Those proposals began a process that culminated at the end of July
2010 with President Obama signing the Wall Street Reform and Consumer
Protection Act of 2010.

Progress is being made on rebalancing the sources of economic
growth as well. Business investment has begun to rebound. The mix of
business investment has shifted from residential and structures toward
equipment and software, the types of investments that expand capacity, help
workers become more productive, and build a foundation for sustainable
growth. Exports as a share of GDP have also grown by 13 percent since the
end of the recession. The growth in exports puts the United States on track
to meet the President’s goal of doubling exports by the end of 2014.

More rebalancing is needed, and the adjustment process may continue
to cause headwinds for the recovery. As Chapter 3 details, government bal-
ance sheets need to shift by both cutting unnecessary spending and raising
revenue to continue needed investments in the future. In September 2011,
President Obama submitted a balanced plan to the Joint Select Committee
on Deficit Reduction that would have reduced the deficit by $4 trillion
over 10 years with a mix of spending cuts and additional revenue, and
the President remains committed to pursuing a balanced approach to put
America on a sustainable fiscal path.

Finally, rebalancing in the economy is required so that the gains of
economic growth provide more opportunity for the middle class and those
struggling to get into the middle class. One step in this direction is provided
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by the landmark Affordable Care Act, which will provide premium assistance
tax credits for those without access to affordable health insurance to obtain
coverage. The new law will also begin to lower the rate of health care cost
growth. Additionally, improvements in K-12 education and greater access
to postsecondary education will provide more opportunity for middle-class
families and those struggling to get into the middle class.

Restoring Fiscal Responsibility

In the late 1990s, the Federal Government was generating budget
surpluses, both annually and throughout the 10-year budget window, as well
as actually paying down the national debt. Since 2001, Federal debt has been
growing unsustainably, primarily as a result of the 2001 and 2003 tax cuts
that were skewed toward the wealthiest, increased military operations, the
unfunded Medicare prescription drug benefit, and slow job and economic
growth. Although safety net stabilizers and job creation measures in the
short term are important to keep the recovery gaining momentum, the long-
term Federal debt must be reduced.

Chapter 3 details how Federal debt shifted sharply from a downward
to an upward path to reach today’s unsustainable heights, and what the
options are for reducing the long-term debt. Recognizing the economic risks
associated with increased budget deficits, the Administration and Congress
agreed on a $1 trillion deficit reduction package in the Budget Control Act
of 2011—with an additional $1.2 trillion to $1.5 trillion in further reductions
scheduled to follow. In his Fiscal Year 2013 Budget, the President has pro-
posed a balanced approach that recognizes the need to prioritize spending
initiatives while aligning revenues with current spending.

REBUILDING A STRONGER EcONOMY

President Obama has emphasized that the United States can out-
educate, out-innovate, and out-build the rest of the world. Accomplishing
this goal will require a Federal Government that lives within its means and
makes targeted cuts to government spending while maintaining essential
safety net services. But it will also require continuing to invest in the
Nation’s future—training and educating workers; increasing the commit-
ment to research and technology; and building new roads and bridges, high-
speed rail, and high-speed Internet. In cities and towns throughout America,
the benefits of these investments are clear.

Investments in education, innovation, clean energy, and infrastruc-
ture are an essential down payment on the future. These investments today
will be the foundation of long-term output and employment growth in the
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future, robust wage growth for all Americans, and improvements in the
quality of life. As emphasized, the Nation can afford these investments only
by getting its fiscal house in order. The Federal Government has to live
within its means to make room for things it absolutely needs, without jeop-
ardizing essential safety net programs or the ability to make investments for
the future. That is why President Obama urged Congress to find common
ground so that government policies can, with the private sector, accelerate,
not impede, economic growth and sharpen America’s competitive edge in
the world.

Measured GDP growth is not the only contributor to the quality of life
that Americans seek to enjoy. Government investments as well as regulatory
policies can improve well-being by correcting market failures and protecting
safety, health, and environmental quality. In fashioning long-term policies,
the Nation should not overlook those factors that contribute to well-being
even if they are not fully captured in economic statistics.

Jobs and Income: Today and Tomorrow

Problems that were building in the labor market for well over a decade
were amplified by the Great Recession. Chapter 6 explains where the labor
market is today and distinguishes between the effects of the recession and
longer-term trends in employment and income that predated the recession.
The goals of current policies are twofold: to increase job growth in the near
term, and to prepare Americans of all ages for the jobs of the future. The
chapter discusses the President’s job creation proposals and the key role they
can play in supporting job growth in the near term.

One notable long-term trend that can be stopped is the sharp decline
in manufacturing jobs. From 2000 to 2007, the economy lost nearly 4 million
manufacturing jobs, as these positions migrated overseas. Another 2 million
manufacturing jobs were lost during the 2007-09 recession. Thanks, in part,
to the President’s efforts to rescue the American auto industry, manufactur-
ing companies have been adding jobs for the first time since the late 1990s.
On net, 400,000 manufacturing jobs have been added in the past two years.
The auto industry was central to the rebound in manufacturing: although
the auto industry accounts for only 6 percent of industrial production, it is
responsible for 23 percent of the increase in industrial production since the
end of the recession.

As discussed in Chapter 5 and Chapter 6, a number of companies have
indicated that they are bringing jobs back to the United States because of the
Nation’s high productivity and growing cost advantages. The President has
laid out a bold agenda to support this trend and to encourage more manu-
facturing production at home.
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Investments in education will build on America’s highly produc-
tive workforce and are essential to prepare today’s children for the jobs
of tomorrow. Increasing educational attainment for low-income children
would substantially improve their chances of moving up the rungs of the
ladder of opportunity. As shown in Figure 1-4, the average earnings of
college-educated workers has risen to a level twice as high as that of work-
ers with only a high school diploma. And the unemployment rate of college
graduates is about half of the national average. Yet while the benefits of
education have grown, the growth in the relative share of college-educated
American workers has slowed since 1980 (Goldin and Katz 2008). In the last
few years, however, there has been an increase in school enrollment, and
the President has set a goal for the United States to have the highest share
of 25- to 34-year-olds with a college degree of any country by 2020. Chapter
6 lays out the strides the Obama Administration has made in bettering the
education system at every level, making higher education more affordable,
and improving job training programs.

Making sure American workers have the right set of skills is also criti-
cal for a revival of manufacturing jobs and jobs in other high-paying sectors.
The United States has a comparative advantage in high-technology, innova-
tive sectors, but jobs in such sectors require a highly skilled workforce. As
technology changes, advanced manufacturing products can become an even
more important segment of the U.S. economy. Cars, for example, are now a
highly advanced product: fully 30 percent of the value of many automobiles
is derived from computer software, electronic components, and intellectual
property, according to industry estimates. Thus, the President’s educa-
tion and job training strategy is a necessary complement to proposals to
strengthen the manufacturing sector.

Preserving and Modernizing the Safety Net

The recession highlighted the need for a strong safety net as millions
of Americans, through no fault of their own, lost their jobs and saw their sav-
ings decline. In addition to cushioning the shock of income loss, safety net
programs are important for long-term growth because they help maintain
consumer demand in a downturn and make it easier for entrepreneurs to
take risks, knowing that if they fail, they will have access to a minimum level
of support.

As the economy has undergone major changes, the safety net has not
always adapted with it. Chapter 7 describes this changing landscape and the
steps the Administration has taken to modernize the safety net for a more
dynamic economy and more mobile workforce. The President has already
reformed health care to give millions more Americans access to care and to
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Figure 1-4
Earnings Ratio: College Degree or More to High School Degree,
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bring down costs. He has also called for the largest changes to the unemploy-
ment insurance program in 60 years and proposes to improve retirement
preparedness by broadening the reach of individual retirement accounts,
simplifying financial decisions for retirement savers and retirees, and pro-
moting financial literacy.

Improving the Quality of Life through Smart Regulation,
Innovation, Clean Energy, and Public Investment

Rebuilding the American economy entails investments in the foun-
dations of economic growth—education, infrastructure, and research and
development. Government investments in innovation and infrastructure
and smart government regulations improve the quality of life and help the
economy to operate more efficiently.

The President has reduced burdensome regulations, where pos-
sible, but smart regulations have also enabled Americans to live longer,
healthier, and more productive lives. As discussed in Chapter 8, the Obama
Administration has made significant reforms to the regulatory system to
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better measure relevant costs and benefits and to establish a review process
that will result in continual improvement of the regulatory architecture.

A focus on quality of life also emphasizes public investments in inno-
vation and infrastructure. Technological breakthroughs improve the quality
of life in ways that are not fully captured by measures of economic activity.
Cellular telephones, for example, generate large increases in convenience
that benefit consumers without being fully captured in measures of GDP.
Similarly, investments in infrastructure improve productivity but also have
other, even larger benefits. A strong infrastructure system, for example,
facilitates shorter commuting times, increasing leisure time and improving
well-being.

Ensuring that America has abundant clean energy to power the
economy of the future is also a prerequisite for raising the quality of life and
enhancing the Nation’s security. Early in 2011, President Obama noted that,
“The United States of America cannot afford to bet our long-term prosperity
and security on a resource that will eventually run out.” The Administration
laid out a Blueprint for a Secure Energy Future, a comprehensive strategy
that focuses on three key areas: developing and securing America’s energy
supplies, including oil and natural gas; providing consumers with choices
to reduce costs and save energy; and innovating our way to a clean energy
future. This past year has seen remarkable progress toward reaching many
of these energy goals. In 2011, domestic oil production was the highest it has
been in the past eight years and natural gas production reached an all-time
high. At the same time, the Administration has advanced common-sense
new standards to ensure the safe and responsible development of these
resources.

CONCLUSION

The U.S. economy has been expanding for two and a half years, but
the pace of economic growth and job growth has not been fast enough given
the deep hole that was created by the sharp recession that started at the end
of 2007. The economic challenges that the United States faces are the direct
result of problems that took years to build up and that came to a boil in the
financial and economic crisis of 2007-09. While actions taken to prevent a
deeper recession and to strengthen the recovery have made a difference, the
Nation is still recovering from that profound crisis and the problems that
led to it. Because household income for vast swaths of the middle class had
stagnated, many families borrowed to support their consumption and to buy
houses that later fell in value. Families are now paying down debt, which is
restraining consumption and economic growth. Meanwhile, because of the
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collapse of the housing boom, builders have been reluctant to build new
homes, and construction workers had a 16.4 percent unemployment rate in
2011. And the government budget moved from surplus and debt reduction
at the end of the 1990s to deficit and increasing debt in the early 2000s, as
the priorities in Washington at that time shifted to increased spending to
prosecute two wars while cutting taxes in a skewed and inefficient way.

These are the Nation’s principal economic challenges, not uncertainty
about economic policies, taxes, or regulations. To economists, the solution
to these problems is clear: the Nation needs to raise demand for its goods
and services in the short run to strengthen and sustain the economic recov-
ery and put more people back to work, while pursuing credible policies to
return to a fiscally sustainable path in the intermediate and long term and
investing more in education, innovation, clean domestic energy, research
and development, and infrastructure to raise long-run growth and expand
the middle class.
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CHAPTER 2

THE YEAR IN REVIEW AND
THE YEARS AHEAD

he U.S. economy continued to recover in 2011 from the deep recession

that began at the end of 2007. The real value of goods and services pro-
duced in the economy, as measured by gross domestic product adjusted for
changes in prices (real GDP), has now grown in each of the past 10 quarters.
In the third quarter of 2011, real output surpassed the level last reached at
the business-cycle peak in the fourth quarter of 2007. Employment contin-
ued to expand in 2011, and the private sector created more than 3 million
new jobs in 2010 and 2011, about in line with the recovery from the 1991
recession and faster than the recovery from the 2001 recession.

However, the level of unemployment remains too high, and the pace
of the recovery in output and employment would in all likelihood be faster
if it were not for the lingering effects of the financial crisis. The destruction
of household wealth during the financial crisis and the deep recession that
followed appears to have restrained the growth of consumption during the
recovery, particularly in services. Investment in new residential construc-
tion also remains much weaker than in typical recoveries, a reflection of
soft demand since the recession as well as the vast amount of overbuilding
of houses during the years leading up to the crisis. Growth in other com-
ponents of demand, such as business investment and exports, has followed
trajectories more typical of business-cycle recoveries, and in some cases has
been even stronger than average.

To put the current U.S. recovery in historical and international con-
text, this chapter presents an overview of the influential work by Charles
Kindleberger (1978) and Carmen Reinhart and Kenneth Rogoff (2009), who
argue that recessions associated with financial crises are typically deeper
than normal downturns and that the recoveries that follow tend to take
longer. As severe as the recession was, the drop in U.S. real GDP after the
financial crisis of 2008 was smaller than the average decline in recessions
associated with other severe, systemic financial crises in various countries
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over the past 40 years. Similarly, the rise in U.S. unemployment was less
extreme than the average experience following these financial crises, and it
peaked earlier. As of January 2012, the unemployment rate has fallen by 1.7
percentage points since peaking in October 2009.

This chapter also reviews the developments of 2011 for individual
sectors of the U.S. economy. In the household sector, credit conditions
continued to improve, and purchases of durable goods—such as motor
vehicles—rose at a robust pace. Households continued to work down debt
in 2011. As noted, growth in consumption remained somewhat restrained,
however, as households continued to pay down debt and growth in nominal
income slowed. In the business sector, investment in equipment and soft-
ware posted solid gains in 2011, and global demand for U.S. goods and ser-
vices was strong. The growth in U.S. exports supported job creation in 2011
as well as the continued expansion of manufacturing output. Conditions in
residential real estate markets continued to stabilize in 2011, with a modest
uptick toward the end of the year, but demand for new housing remained
weak. Spending by State and local governments was also severely restrained
in 2011 by tight budgets. Much of the weakness in these areas can be tied
directly to the financial crisis and the problems that precipitated the crisis.

AN EcoNnoMY IN RECOVERY: KEY EVENTS OF 2011

Real GDP rose 1.6 percent over the four quarters of 2011 after having
risen 3.1 percent in 2010. Output expanded at an annual rate of only 0.8
percent in the first half of the year, when a series of shocks—among them a
sharp rise in the price of oil due to turmoil in the Middle East—appeared to
reduce consumer and business sentiment and dampen economic activity. As
the effects of the transitory shocks waned in the second half of the year, real
GDP growth picked up to an average annual rate of 2.3 percent (Figure 2-1).

Nonfarm private payroll employment expanded by 2.1 million jobs
during the twelve months of 2011, having added 1.3 million jobs in the last
10 months of 2010. The recovery in payroll employment, like that in real
output, was uneven over the months of 2011. Payrolls expanded moderately
near the beginning of the year, but job creation slowed in the spring and
summer before picking up again in the fall. The unemployment rate fell over
the course of the year, from 9.4 percent in December 2010 to 8.5 percent in
December 2011, and then to 8.3 percent in January 2012.

A Series of Global Shocks and Revised GDP Data. A succession of
global shocks turned 2011 into a turbulent year for the U.S. economy. The
collapse of Libyan crude oil production during that nation’s revolution
caused world oil markets to tighten near the beginning of the year. The price
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Figure 2-1
Real GDP Growth by Quarter, 2007-2011
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refiners paid for crude oil rose from an average of $78 a barrel in the second
half of 2010 to $101 a barrel in the first half of 2011. The $23 per-barrel
increase led to higher gasoline prices, eroded the real purchasing power of
disposable personal income by more than $50 billion at an annual rate, and
dampened consumer confidence. Consumers appear to have reacted with a
combination of reduced spending on other goods and services and a lower
saving rate than might otherwise have been the case. The 2 percentage point
cut in the payroll tax for workers that President Obama proposed and the
Congress passed near the end of 2010 helped offset the impact of higher oil
prices.

Another supply shock hit the world economy in March 2011, when
an earthquake struck northeastern Japan and set off a tsunami, a disaster
that resulted in a devastating human toll and required a massive rebuilding
effort. Economic activity across the globe slowed because damage to Japan’s
electrical grid disrupted industrial output throughout the country. As a
result, global supply chains in some industries faced shortages of key parts.
In the United States, vehicle assembly plants were forced to cut production
when supplies of critical parts produced in Japan became scarce. U.S. motor
vehicle production fell 21.2 percent at an annual rate in the second quarter
before rebounding in the third and fourth quarters.

In the summer, concerns mounted over sovereign debts and financial
institutions in Europe and the likelihood of a global slowdown in economic
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growth. In addition, the contentious debate in Congress over raising the
statutory debt ceiling kept financial markets on edge and appeared to weigh
on equity markets over the summer and fall.

In addition, revised estimates of U.S. real GDP released by the Bureau
of Economic Analysis (BEA) in July 2011 revealed that the 2007-09 reces-
sion was more severe than had been originally reported. Real GDP fell at an
average annual rate of 7.8 percent in the fourth quarter of 2008 and the first
quarter of 2009, the sharpest two-quarter contraction since quarterly GDP
data began being collected in 1947. The change to the estimate for the fourth
quarter of 2008 was particularly stark. The BEA originally estimated that
output contracted at an annual rate of 3.8 percent that quarter, but its July
2011 revised estimate showed an 8.9 percent rate of contraction. The down-
ward change of 5.1 percentage points was the largest downward adjustment
to the quarterly data ever reported. The BEA also revised down the average
annual rate of growth during the recovery (from the second quarter of 2009
through the first quarter of 2011) by 0.2 percentage point, to 2.6 percent.

Policy Developments in late 2010 and 2011. Supportive policies
enacted near the end of 2010—the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act (TRUIRJCA)—cushioned the
adverse shocks experienced in 2011. Provisions in the legislation included
a 2 percentage point reduction in workers’ payroll taxes and a continuation
of the extended and emergency unemployment benefit programs through
the end of 2011. In the absence of this legislation, real GDP growth over the
four quarters of 2011 would have been lower by 0.9 to 2.8 percentage points,
according to the Congressional Budget Office (CBO 2011b). Because the leg-
islative package was constructed to be temporary (including mostly one- and
two-year provisions), it had little effect on the long-term deficit.

The American Recovery and Reinvestment Act (Recovery Act),
enacted in early 2009 when real GDP was contracting at an annual rate of
more than 6 percent and employment was falling by more than 700,000 jobs
a month, also continued to support the level of real GDP in 2011, although
its effect, which had been designed to be strongest during 2009 and 2010,
was gradually declining. In 2011, Recovery Act-related outlays, obligations,
and tax cuts totaled $117 billion, down from $350 billion a year earlier, as
measured in the National Income and Product Accounts. The Council of
Economic Advisers (CEA 2011) estimates that the Recovery Act increased
GDP as of the second quarter of 2011, relative to what it otherwise would
have been, by 2.0 to 2.9 percent and raised employment by between 2.2 mil-
lion and 4.2 million jobs. The CBO and outside analysts have also presented
estimates in this range.
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In 2011, the Administration proposed additional steps to strengthen
and sustain the economic recovery in the wake of world events that posed
increasing risks to growth. Before a joint session of Congress on September
8, 2011, the President proposed the American Jobs Act to strengthen the
current recovery and spur the creation of new jobs. The American Jobs Act
incorporated a number of proposals that some independent economists
estimated could have boosted payrolls by 1.3 million to 1.9 million jobs
by the end of 2012 (for example, Macroeconomic Advisers 2011). Equally
important, the American Jobs Act would not have added to the long-term
Federal Budget deficit. The CBO (2011a) estimated that revenue raisers rec-
ommended by the President in September would have more than offset the
cost of the proposed tax cuts and investments. Specifically, the bill proposed
limiting deductions and exclusions for upper-income taxpayers, taxing car-
ried interest earned on private equity and hedge fund investments at the
same rate as ordinary income, and eliminating certain tax provisions for oil
and gas production companies.

The full American Jobs Act did not pass Congress in the form that the
President proposed. Nevertheless, the President kept pressing for measures
to support economic growth and job creation and will keep doing so until
every American looking for work can get a job. In November, the President
won enactment of one element of the American Jobs Act: a new tax credit
for America’s veterans that provides up to $5,600 to businesses that hire
veterans who have been unemployed for more than 26 weeks and $9,600 for
businesses that hire a veteran with a service-related disability.

And, in the waning days of 2011, the President signed into law a
2-month extension of the 2 percentage point reduction in workers’ payroll
taxes and of the emergency and extended unemployment insurance pro-
grams. Those initiatives were mostly paid for by an increase in guarantee
fees charged to lenders by Fannie Mae and Freddie Mac. The President has
called on Congress to extend these policies for the entire calendar year. The
extension of the payroll tax cut for the rest of 2012 would help approximately
160 million full-time and part-time workers and provide a typical worker
with an additional $40 in each bi-weekly paycheck. The full-year extension
of unemployment insurance programs would prevent 5 million unemployed
workers from exhausting benefits this year and help support the equivalent
of about 500,000 cumulative job-years of employment by the end of 2014 as
these benefits are spent.

Policy actions by the Federal Reserve also supported the recovery
in 2011. Monetary policy remained accommodative throughout the year,
with the Federal Open Market Committee (FOMC) maintaining a target
range for the federal funds rate of 0 to 0.25 percent. During the first half
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of the year, the FOMC continued to advise that economic conditions were
“likely to warrant exceptionally low levels for the federal funds rate for an
extended period.” In June, the Federal Reserve completed the program first
announced in November 2010 under which it purchased $600 billion of
longer-term Treasury securities, and the FOMC maintained its policy of
reinvesting principal payments from its holdings of debt and mortgage-
backed securities issued by Fannie Mae and Freddie Mac.

The FOMC took steps in the second half of 2011 and in the early
part of 2012 to further ease conditions in financial markets and to provide
additional support to the recovery. In the statement released following its
August 2011 meeting, the FOMC said that it expected economic conditions
to warrant exceptionally low levels for the federal funds rate at least through
mid-2013. In January 2012, the committee extended this period until at least
late-2014. The committee voted at its September 2011 meeting to extend the
average maturity of the Federal Reserve’s holdings of Treasury securities in
order to lower longer-term interest rates. In response to the escalation of
the sovereign debt crisis in Europe, the FOMC approved an extension of the
temporary U.S. dollar liquidity swap arrangements with a number of foreign
central banks in June and again in November.'

AN EcoNOMY IN RECOVERY: THE LINGERING
ErFreECTS OF FINANCIAL CRISES

The 2007-08 financial crisis and the drop in economic activity dur-
ing the recession were unprecedented. In the two and a half years that have
elapsed since the official end of the recession, real U.S. GDP has risen 6.2
percent, enough to recoup the 5.1 percent loss of real output recorded during
the recession. The pace of GDP growth during the recovery has been almost
the same as the rates of growth observed during the recoveries that followed
the 1991 and 2001 recessions (Figure 2-2), although private employment has
grown at a faster pace than in the 2001 recession.

A major reason that the rate of real GDP growth has not been faster
during the current recovery involves the lingering effects of the financial
crisis. As argued by Kindleberger (1978) and Reinhart and Rogoff (2009),
recessions linked with financial crises tend to be deeper than other reces-
sions, and the subsequent recoveries take longer. Hall (2010) and Woodford
(2010) argue that recessions around financial crises are worse, in part,

! The Federal Reserve receives collateral in the form of foreign currency during the life of the
transaction. The exchange rate used for the transaction is based on the market exchange rate at
the time of the transaction. The swap is unwound at the same exchange rate, so the Fed is not
exposed to any currency risk resulting from the transaction.
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Figure 2-2
Real GDP During Recoveries
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because the critical intermediation role played by the financial sector is
disrupted. Financial crises also tend to spread across countries, temporarily
reducing the volume of world trade and restraining growth of output dur-
ing the recovery, as noted by Reinhart and Rogoff (2009) and IMF (2009).
Housing slumps are also typically associated with slower growth during
recoveries (Howard, Martin, and Wilson 2011).

Some sectors of the U.S. economy are recovering at a moderate pace,
while growth in other sectors continues to be restrained by the lingering
effects of the financial crisis. In the current recovery, real U.S. exports have
risen at a robust pace and have exceeded their average rate of growth in the
preceding eight recoveries. Business fixed investment has been about as
strong in the current recovery as in the average U.S. recovery. Real residential
investment, in contrast, had barely returned to its level at the business-cycle
trough by the very end of 2011, whereas this type of investment in a typical
U.S. recovery would have increased roughly 34 percent over a comparable
period. In addition, real expenditures by State and local governments have
continued to decline, on balance, during the current recovery, instead of
rising, as they had in every other postwar recovery.

Personal consumption expenditures have risen more slowly in the
current recovery than in the average U.S. recovery. The slower recovery
in consumer spending may partly reflect the sharp losses in household
net worth caused by the financial crisis and the high levels of consumer
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debt—including mortgage debt—taken on during the period leading up
to the financial crisis. After the collapse in house prices destroyed large
amounts of household net worth, households have reduced their consump-
tion as they work down debt taken on before the crisis.

To put the 2007-09 U.S. recession in international and historical
contexts, Figure 2-3 compares the depth and duration of the 2007-09 reces-
sion in the United States with 14 recessions including the 1929 downturn in
the United States, a group of recessions categorized by Reinhart and Rogoff
(2009) as occurring near major systemic banking crises.” The horizontal bars
on the left of the figure refer to the decline in real output measured in each
of the recessions, and the bars on the right report the length of each reces-
sion, measured as the number of quarters between the peak and trough of
real output.

While the drop in real U.S. GDP reached as high as 8.9 percent at an
annual rate in the last quarter of 2008, the figure shows that the cumulative
decline in GDP was 5.1 percent during the recession. This was the biggest
drop in U.S. output during any business-cycle contraction since the Great
Depression, although it was less drastic than the declines in output experi-
enced in most other financial crises, and well below the average decline of
10.2 percent. The duration of the recent U.S. downturn, which measured six
quarters, was about 10 percent shorter than the average. The breadth and
speed of the emergency economic recovery measures that were put in place
to address the financial and economic crisis, including the Recovery Act
and Financial Stability Plan, as well as extraordinary actions by the Federal
Reserve Board, are the main reasons why the economy avoided a steeper
and more prolonged decline, with growth returning by the middle of 2009.

Figure 2-4 compares the rise in the unemployment rate in the United
States between the fourth quarter of 2007 and January 2012 with the average
rise in unemployment following the business-cycle peaks for the 14 finan-
cial crises shown in Figure 2-3. Between the fourth quarter of 2007 and the
fourth quarter of 2009, the U.S. unemployment rate rose more sharply than
the average cumulative rise over the first 8 quarters after these business-cycle
peaks, but then it peaked and declined over the next two years—an outcome
less severe than the average rise in unemployment around other financial
crises. If the United States had followed the path of the average country dur-
ing a financial crisis recession, the unemployment rate would have been 10.4
percent in January 2012 instead of 8.3 percent.

? The crises shown in Figure 2-3 are the major, systemic banking crises included in Reinhart
and Rogoff (2009) Table 14-3. The analysis here differs from Reinhart and Rogoff (2009) in
that we use seasonally adjusted quarterly real GDP rather than annual real GDP per capita.
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Figure 2-3
Real GDP in Recessions Associated with Financial Crises
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Figure 2-4
Unemployment Rate Increases in Recessions
Associated with Financial Crises
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According to analysis by the Congressional Budget Office and private-
sector forecasters, the Recovery Act, the Financial Stability Plan, and the
extraordinary and exigent actions taken by the Federal Reserve had sizable,
positive effects on U.S. GDP and employment in 2009. Rather than plunging
into what many think could have been a second Great Depression, the U.S.
economy began to grow again in the second half of 2009. As a result, the
2007-09 recession was shallower and shorter in duration than the average
recession experienced by a country after a major financial crisis, and unem-
ployment started to come down sooner and swifter.

DEVELOPMENTS IN 2011 AND THE NEAR-TERM OUTLOOK

Consumption and Saving

Consumer spending—a category that makes up about 70 percent
of GDP—rose moderately in 2011, as credit conditions continued to ease,
household liabilities fell relative to income, and the labor market continued
to recover. Gains over the year were uneven, however, in the face of upheav-
als at the beginning of the year. Partly reflecting these shocks, real consumer
spending rose at an annual rate of only 1.4 percent in the first half of 2011,
having increased more than 3 percent at an annual rate in the second half
0f 2010. The slowdown in spending growth would have been more severe in
the absence of the workers’ payroll tax cut, which offset oil price shocks early
in the year and supported household consumption.

The disturbances that slowed consumption growth in the early part
of the year proved transitory, and their effects dissipated in the second half
of the year; oil prices stabilized over the summer, and by the fourth quarter,
production (and availability) of motor vehicles had returned to levels that
prevailed before the earthquake in Japan disrupted supply chains. The
second half of 2011 brought new challenges, however. Concerns about the
weakening pace of growth in several industrialized economies—most nota-
bly in Europe—escalated during the summer, and the contentious debates
held in Congress over raising the statutory debt ceiling unsettled equity
markets. The stock market and consumer confidence both fell in the third
quarter before rebounding in the fourth quarter and early 2012. Despite
these headwinds, the growth rate of real consumer spending picked up in the
third and fourth quarters to an average annual rate of 1.9 percent.

Several key developments in 2011 shaped the contours of consumer
spending.

Household Income in 2011. Nominal personal income grew 3.9 per-
cent during the four quarters of 2011, a somewhat slower pace of growth
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than in 2010. Growth in nominal personal income was held down in 2011 by
a slowdown in job growth near the middle of the year. Real disposable per-
sonal income, which is personal income less personal taxes and adjusted for
price changes, edged down 0.1 percent over the four quarters of 2011 after
having risen 3.5 percent in the year-earlier period. The purchasing power
of wages and salaries was curtailed somewhat in 2011 by a run-up in food
and energy prices in the first half of the year, which appeared to have passed
through to the prices of some other goods and services as well. As noted,
tax policies passed near the end of 2010 helped cushion some of the effects
of these price increases on consumers while providing an additional boost
to income. The Administration seeks to extend the workers’ payroll tax cut
in 2012 and to provide additional immediate support for aggregate demand
through the continuation of extended unemployment insurance benefits
and other measures initially proposed in the American Jobs Act.
Household Wealth and Saving in 2011. The wealth-to-income ratio,
depicted in Figure 2-5, declined in the third quarter of 2011 after rising, on
balance, since the beginning of 2009. The consumption rate (shown in the
figure as the share of disposable income consumed) tends to fluctuate with
the wealth-to-income ratio. As a rule of thumb, a one dollar drop in wealth
tends to reduce annual consumer spending by about two to five cents,
although the source of the wealth change (housing or equities, for example)

Figure 2-5
Consumption and Wealth Relative to
Disposable Personal Income (DPI), 1952-2011
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also may matter. The decline in the wealth-to-income ratio from the second
quarter of 2007 to its low point in the first quarter of 2009 amounted to 1.8
years of income. (In other words, household wealth declined by the amount
of income earned in 1.8 years). The drop in the wealth-to-income ratio
over this period was the deepest sustained decline since 1952, when these
data began to be compiled. Of the total decline, 1.1 years were lost from the
decline in stock market wealth, and about 0.6 year from net housing wealth.
All told, a drop in wealth of this magnitude could be expected to reduce
personal consumption expenditures by about 6.7 percent.

Equity prices fell during the summer of 2011 before regaining most of
the losses toward the end of the year. Driven in part by the rise in uncertainty
during the debt ceiling debate as well as external events in Japan and Europe,
consumer sentiment also dropped to low levels in the summer before par-
tially rebounding toward year’s end.

Households continued to work down their debt through the third
quarter of 2011 (the latest data available as this report goes to press). The per-
sonal saving rate—expressed in the National Income and Product Accounts
as a share of disposable personal income—fluctuated around 5 percent for
the first half of 2011, about the same rate as in 2010 but below the average
rate of about 6 percent observed in the first half of 2009. The personal saving
rate fell in the second half of 2011 to 3.8 percent, a decline from the first half
of 2011 that may have partially reflected the pick up in purchases of con-
sumer durables, especially new vehicles. Purchases of new motor vehicles,
are counted as a consumption outlay in the National Income and Product
Accounts even though households view these purchases as investment, and
so a rise in vehicle purchases reduces the personal saving rate.

Looking ahead, the personal saving rate appears roughly consistent
at current levels with household wealth. As a consequence, while some fur-
ther drops in the saving rate are possible, the growth rate of real consumer
spending in the years ahead would be expected to largely mirror the growth
rate of income, barring a dramatic change in asset prices. Even so, further
increases in household purchases of durable goods, perhaps reflecting pent-
up demand for motor vehicle purchases that were deferred during the reces-
sion, may reduce the saving rate temporarily.

Some of the recent patterns in aggregate spending and saving behav-
ior—including the sluggish growth in consumer spending—may reflect the
sharp rise over the past 30 years in the inequality in the income distribution
in the United States. As the Congressional Budget Office recently noted, the
top 1 percent of families had a 278 percent increase in their real after-tax
income from 1979 to 2007, while the middle 60 percent had an increase of
less than 40 percent. As a result of these trends, the very top income earners

48 | Chapter 2



have pulled much further ahead of everyone else. (See Chapter 6 for a discus-
sion of shifts in the income distribution.)

The effects of this dramatic shift in the income distribution on aggre-
gate demand are hard to document, although some of the spending patterns
in the Consumer Expenditure Survey reveal evidence of the increasing
inequality of income. For example, the share of income spent on luxury
goods and services, such as entertainment, relative to necessities, such as
food, is higher for high-income households than for low-income house-
holds, and this gap has widened over time (Aguiar and Bils 2011).

Several authors have argued that increases in inequality have likely
adversely affected the economy.’ For example, the rise in income inequality
may have reduced aggregate demand, because the highest income earners
typically spend a lower share of their income—at least over intermediate
horizons—than do other income groups. The following calculation illus-
trates the potential magnitude of this effect. As shown in recent research
by Piketty and Saez (2003, 2010), the share of all income going to the top 1
percent has risen sharply over the past three decades, rising by 13.5 percent-
age points, from 10 percent to 23.5 percent, between 1979 and 2007. This is
the equivalent of about $1.2 trillion of annual income in 2007. Research on
the saving rate (or marginal propensity to consume) of families at the very
top of the income distribution is scarce, but one study (Dynan, Skinner, and
Zeldes 2004) implies that the top 1 percent of households save about half of
their total current income, while the population at large has a saving rate of
about 10 percent of their total income.* This finding implies that if another
$1.2 trillion had been earned by the bottom 99 percent instead of the top 1
percent of income earners, annual consumption could have been about $480
billion—or about 5 percent—higher.

There are many caveats to this calculation, because the marginal pro-
pensity to consume is not well established for the extreme upper end of the
income distribution. In addition, aggregate consumption may not have been
reduced by a full 5 percent because the dramatic shift in the income distri-
bution likely led many households to accrue more debt. In his book Fault
Lines, Raghuram Rajan (Rajan 2010) argues that slow income growth for the
middle class led, in part, to the rising levels of debt and the overleveraging
that played a central role in the 2007-08 financial crisis.”

* See Rajan (2010) and Reich (2010). Kaldor (1956) provides some early research in this area.
* The saving rate cited here refers to the change in real net worth as a share of real pre-tax
income, a measure that differs from the personal saving rate reported in the National Income
and Product Accounts.

® Note that the increase in leverage by the middle class may explain why the aggregate saving
rate did not rise despite the shift in income to high savers.
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Increases in the inequality of income have been developing for some
time, but their effects on aggregate demand may have become more pro-
nounced in the wake of the financial crisis. Increasing levels of debt dur-
ing 1979-2007 may have masked the influence of the rising inequality of
incomes on aggregate consumer spending, because increased access to credit
card debt, other consumer loans, and mortgage loans allowed the growth of
purchases to outpace the growth of income for most income groups. With
the onset of the recession and financial crisis, however, the scope for this
level of borrowing came to an abrupt end. Access to credit, particularly for
mortgages, was severely restricted, and the average consumer was left with
elevated levels of debt taken on before the crisis. Since the crisis, the process
of deleveraging appears to have reduced consumption below what it would
have been otherwise. By targeting support to a broad group of American
workers—including those with a higher propensity to spend additional
income—the measures the President put forward in the American Jobs Act,
like the payroll tax cut and extension of unemployment benefits, are likely to
have a greater impact on consumption and aggregate demand than alterna-
tive measures.

Other Influences on Consumption in 2011. For the second consecu-
tive year, lending standards eased, as reported in the Federal Reserve’s senior
loan officer survey, and consumer credit expanded modestly over the first
three quarters of 2011. The level of overall household debt fell in 2011,
reflecting a decline in mortgage debt. The decline in real household debt
outstanding in the current recovery has been unprecedented, which sug-
gests that the process of deleveraging has played a sizable role in household
consumption decisions in recent years.

Reflecting, in part, the improvement in credit availability since 2009,
household consumption of durable goods, including items such as new
and used automobiles as well as household electronics, furniture, and other
appliances has risen at a solid pace in the current recovery and somewhat
more strongly than the rates of growth observed during the recoveries that
followed the 1991 and 2001 recessions. Household consumption of nondu-
rable goods and services, in contrast, has risen at a slower pace in the current
recovery than in most previous U.S. recoveries. Real consumer spending
on services has increased only 2.9 percent so far in the current recovery,
whereas this type of spending grew by an average of 10.7 percent over the
first ten quarters of the previous eight recoveries. Consumer spending on
services has been particularly weak in categories such as housing services,
financial services, and insurance, likely reflecting the continuing effects of
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the financial crisis, and on categories that are more discretionary, such as
recreation and gambling.®

Restrained demand for services may have implications for the labor
market, because the production of services accounts for about two-thirds
of U.S. GDP and a larger share of U.S. employment. (For a discussion of
the measurement of services see Data Watch 2-1.) Although it is difficult
to tie final consumption of a particular type of good or service to employ-
ment in that industry (the purchase of a new motor vehicle creates jobs in a
number of service industries, for example), jobs in service-producing sectors
accounted for about 68 percent of total nonfarm payroll employment in
2007.7

Developments in Housing Markets

After posting steep declines during the 2007-09 recession, activity in
the housing sector remained at subdued levels in the first half of 2011 before
edging up in the second half of the year. New housing starts were about
607,000 units in 2011, an increase of 3.7 percent from the level in 2010. New
housing starts remain well below the long-run trend in U.S. housing demand.
According to researchers at the Joint Center for Housing Studies at Harvard
University, projected rates of household formation and immigration for the
period 2010 through 2020 are consistent with housing starts in the range of
1.6 million to 1.9 million units a year (Masnick, McCue, and Belsky 2010).
Activity in the housing sector is likely to remain below these levels for some
time, however, as new construction continues to be restrained by a sizable
overhang of vacant properties for sale.

House prices, discussed in more detail in Chapter 4, fell 4.7 percent,
on net, during the twelve months of 2011, according to the CoreLogic home
price index. Distressed sales—which include short sales and sales of proper-
ties owned by lenders (real-estate owned, or REO)—remained a headwind
in 2011: CoreLogic estimates that 1.6 million properties were seriously
delinquent, in foreclosure, or owned by lenders in October 2011, equal to
about five months of supply at the current pace of sales. The modest rates of
growth in personal income and the tighter mortgage underwriting standards
observed in recent years also kept sales and starts below their long-run trend
levels.

¢ Consumption of services is more difficult to measure than is consumption of goods,

and estimates for 2011 may be revised considerably when the Services Annual Survey is
incorporated into the National Income and Product Accounts. Nonetheless, the pattern of
weaker-than-normal growth in services consumption in the current recovery has been quite
pronounced through 2010, a period for which estimates reflect the latest annual survey.

7 Industries counted in this figure include professional and business services, education and
health services, leisure and hospitality, other services, and government services.
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Data Watch 2-1: The Data Implications of the
Transition to a Services-Based Economy

In 1947, services represented less than 40 percent of U.S. gross
domestic product (GDP). Today, service industries account for almost
70 percent of total U.S. domestic output. For many years, however, the
measurement of service activity lagged the sector’s growing importance.

A fundamental challenge in measuring the value of services is
the disparate range of activities encompassed within the service sector.
The Bureau of Economic Analysis (BEA) defines services as “products
that cannot be stored and are consumed at the place and time of their
purchase.” This includes, for instance, medical consultations, admission
to movie theaters, Internet subscriptions, haircuts, and apartment rents,
but also some less apparent things such as meals at restaurants, check
clearing by banks, and the “rental value” of homeownership. (Although
the purchase of a newly constructed home is categorized under residen-
tial investment, the BEA estimates the amount homeowners would have
had to pay to rent similar houses and classifies this imputed rent under
housing services.)

A major breakthrough in the measurement of service output came
with the introduction of the North American Industry Classification
System (NAICS) beginning in 1997 to replace the Standard Industrial
Classification (SIC) system. Originally developed during the 1930s and
reflecting the economy of its time, the SIC provided far more detail for
goods-producing industries such as manufacturing and mining than for
service-producing industries. The 1997 NAICS added more than 149
new services industries. Just as important, a process was put in place
to add new industries to NAICS as they develop. A parallel effort car-
ried out over the past decade, the development of the North American
Product Classification System, similarly will provide a consistent basis
for categorizing the rich array of outputs produced in the growing
service sector.

The quality of the source data on the volume of service transactions
also has improved over time. Since the 1980s, the BEA has collected
data on international trade in services. In 2004, the Census Bureau
introduced the Quarterly Services Survey (QSS) to provide more timely
data on domestic consumption of services. The QSS, normally published
about 2% months after the end of each quarter, allows the BEA to incor-
porate actual survey data on many services into its quarterly estimates
of GDP, rather than relying on “judgmental trends.” Furthermore, the
Census Bureau has expanded the scope of its annual surveys of the
service sector. In fact, the Services Annual Survey and the Quarterly
Services Survey both now capture 55 percent of U.S. GDP—equaling the
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coverage of services in the Economic Census and marking substantial
improvement relative to even just a few years ago.

Measurement of real activity in the service sector requires appro-
priate price deflators for service outputs. In 1990, the Producer Price
Index (PPI) covered less than 5 percent of U.S. service output. Today,
thanks to a concerted effort by the Bureau of Labor Statistics, PPI defla-
tors are available for more than three-quarters of domestically provided
services. This has translated directly into more accurate estimates of real
GDP.

Nevertheless, as the U.S. economy continues to evolve, the work of
accurately measuring service activity grows accordingly. Despite recent
innovations in the collection of primary source data, there are still
conceptual issues pertaining to the appraisal and definition of services
that remain unresolved. As an example, improvements in health care
have contributed to longer life spans and better quality of life, but there
is not a consensus about how to value and incorporate these benefits
in a national income accounting framework. Similarly, industries such
as finance largely produce intangible outputs that are difficult even
to identify, much less quantify. Furthermore, although estimates of
international trade in services are now more detailed than was the case
before the 1980s, the statistics still could and should be improved. Data
on the prices of traded services are extremely limited, and even the most
disaggregated data collected by the BEA on services extend to only 36
categories, in contrast to thousands of categories for manufactured
goods. Continued research and investment in the development of data
on services are needed to ensure timely and accurate measurement of
the U.S. economy.

Although home prices in some parts of the country have stabilized,
CoreLogic estimates that more than 20 percent of homeowners with mort-
gages remained underwater at the end of the third quarter of 2011 (that is,
the value of the mortgage exceeds the house price). The share of mortgages
in the foreclosure process remained elevated by historical standards in
2011 and changed little from the level in 2010, as reported by the Mortgage
Bankers Association.

For a description of the Administration’s housing policy proposals,
see Chapter 4.

Business Fixed Investment

Business fixed investment grew at a solid 7.3 percent annual rate
during the four quarters of 2011, after rising 11.1 percent at an annual rate
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in the four quarters of 2010. Among the two main components of business
fixed investment, spending on equipment and software investment grew 9.0
percent over the four quarters of 2011, and investment in nonresidential
structures increased 2.7 percent.

Within equipment and software, purchases of transportation equip-
ment rose at a brisk 22.7 percent annual rate over the four quarters of 2011,
after having surged at a 68.1 percent annual rate in 2010. Business outlays
on information technology rose at a 4.1 percent annual rate over the four
quarters of 2011, a third consecutive year of solid growth. Investment in
industrial equipment also grew notably, posting a four-quarter increase of
15.2 percent. (For more information on how investment is defined, see Data
Watch 2-2.)

Investment growth among the categories of nonresidential struc-
tures was mixed in 2011. On one hand, investment in mining and drilling
structures was strong, reflecting elevated oil prices as well as some advances
in technology that have enabled drilling at new sites. (See Chapter 8.)
Investment in commercial and health care structures, on the other hand,
edged down over the four quarters of 2011.

The strength of business fixed investment since mid-2009 reflects
several developments. Investment fell sharply during the recession, and, as
the prospects for sales have begun to improve, businesses have invested in
recent years to replace aging equipment. In addition, the Administration’s
100 percent business expensing policy boosted business investment by
allowing firms to take an immediate deduction on investments made in new
equipment in 2011. The President has proposed extending this provision
into 2012.

Business investment may be positioned to grow rapidly if demand
accelerates because corporations have plenty of internal funds (Figure 2-6).
Corporate profits continued to rise in 2011 and were above their pre-reces-
sion level, while corporate dividends have returned roughly to pre-recession
levels. Largely as a result, corporate cash flow, a measure that includes undis-
tributed profits and depreciation and represents the internal funds available
for investment, has also risen substantially during the recovery. A large share
of these investable funds has been channeled to financial investments rather
than to new physical capital, as can be seen by the rising level of liquid assets
held by nonfinancial corporations.

Manufacturing Output

The real output of U.S. factories rose 3.7 percent over the twelve
months of 2011 after having risen 6.4 percent in 2010, according to the
manufacturing component of the industrial production index published
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Figure 2-6
Business Fixed Investment and Cash Flow, 1990-2011
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by the Federal Reserve Board. The manufacturing sector has been growing
faster than the rest of the economy during the recovery, with real output ris-
ing at an average annual rate of 5.7 percent since its low in June of 2009—its
fastest pace of growth in a decade.

The rise in manufacturing output during the recovery has provided a
considerable boost to the U.S. economy. Following two decades of shrinking
employment—a trend that reflected both increases in automation and the
lower labor costs in emerging-market economies—manufacturers in the
United States have added more than 400,000 jobs since employment in the
sector reached its low in January 2010. These numbers reflect an emerg-
ing trend of some companies bringing jobs back to the United States, as
discussed in the special report, Investing in America: Building an Economy
that Lasts (White House 2012). This nascent trend likely reflects, in part, the
improvement in unit labor costs in the United States relative to many of our
trading partners in recent years. (See Chapter 5 for more discussion of the
rising competitiveness of U.S. industry.)

The robust gains in manufacturing output during the recovery appear
to reflect rising investment demand for domestically-produced capital goods
from both domestic and foreign customers. The rebound of the U.S. motor
vehicle industry has played a particularly large role, with the production of
motor vehicles and parts directly accounting for about 23 percent of the
increase in manufacturing output since mid-2009. As U.S. demand for new
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Data Watch 2-2: Investment in Intangibles

Investment can be defined as devoting resources to produce a
durable asset that will yield a future flow of services. Until recently,
measures of investment in the National Income and Product Accounts
(NIPAs) were restricted to investments in physical capital such as
buildings, machinery, and equipment; new residential construction; and
net additions to inventories. In today’s knowledge economy, however,
intangible assets such as computer software and scientific innovations
make increasingly important contributions to economic growth.

The Bureau of Economic Analysis (BEA) has begun to incorporate
investments in intangible capital into the NIPAs. The first step in this
direction, taken in 1999, was to treat spending on computer software
as an investment outlay, which enters GDP directly, rather than as a
business expense, which is considered an intermediate input rather
than a part of final demand; the treatment of government spending on
computer software was changed at the same time. Because business and
government spending on computer software had been growing rapidly
compared to other types of spending, these changes raised the measured
growth rate of GDP slightly. In 2013, BEA plans to begin treating spend-
ing on scientific research and development as an investment rather than
an expense; had this treatment been in effect historically, it too would
have raised the average measured rate of growth of GDP in recent
decades.

Some researchers have argued that investment in intangibles
should be defined even more broadly (Corrado, Hulten, and Sichel
2009; Corrado and Hulten 2010). In addition to research and develop-
ment that builds on a scientific base of knowledge, for example, there
is an argument for treating as investment the money firms spend on
other sorts of new product development, such as the development of
new motion pictures or new financial services products. Businesses also
spend money on strategic planning, the implementation of new business
processes, and employee training, all of which may add significantly to
future productivity and thus arguably should be treated as investment
as well. Taking an even broader perspective, time and money devoted to
formal education add to the human capital of the American workforce
and thus to its future productivity. While accounting accurately for the
value of these investments poses some difficult measurement challenges
(Abraham 2010), their importance to future economic growth should
not be overlooked. According to some research (Krueger 1999), returns
on human capital generate the lion’s share of national income.

56 |

Chapter 2




vehicles has recovered, the Detroit auto companies along with the foreign-
domiciled auto companies have been expanding U.S. production to serve
both U.S. and foreign markets. Over the past two years, the entire U.S. auto
industry—including dealerships and suppliers of auto parts—has added
nearly 160,000 jobs. General Motors was the world’s top-selling automaker
in 2011, Ford is investing in new American plants, and sales at Chrysler grew
faster in 2011 than in recent years.

In addition to rescuing the American auto industry, the Administration
has more broadly supported American manufacturing through its efforts to
reduce barriers for American businesses to sell products all over the world.
To build on the progress already made, the President laid out in his 2012
State of the Union address a Blueprint for an America Built to Last, which
included proposals to encourage companies to create manufacturing jobs in
the United States while removing tax deductions for shipping jobs overseas.

Business Inventories

Businesses continued to build inventories during 2011, and invento-
ries in the manufacturing and trade sectors remained lean relative to sales.
Inventory investment—measured as the change in inventories from one
quarter to the next—is typically an important contributor to the changes in
real GDP during recessions and the early stages of recoveries.

Over the course of 2011, real inventory investment stepped up in the
first quarter and then slowed in the second and third quarters, but closed
out the year on a high note. The slower pace of inventory investment in the
second quarter reflected, in part, the reduced rate of motor vehicle produc-
tion caused by disruptions to the flow of auto parts following the earthquake
and tsunami in Japan. Altogether, real inventory investment added roughly
0.2 percentage point to real GDP growth between the fourth quarter of 2010
and the fourth quarter of 2011.

Government Outlays, Consumption, and Investment

The Federal budget deficit during Fiscal Year 2011—which ended on
September 30—was $1.3 trillion, roughly unchanged from the year before.
As a share of GDP, the deficit fell to 8.7 percent in FY 2011 from 9.0 percent
in FY 2010. Federal receipts rose 6.5 percent during FY 2011, largely driven
by a 21.5 percent increase in individual income tax receipts. Corporate tax
receipts fell 5.4 percent in FY 2011, partly reflecting the introduction of 100
percent depreciation for business equipment investment in calendar year
2011 (up from 50 percent in calendar year 2010), which pulls forward deduc-
tions that businesses would otherwise receive over several years. Corporate
tax receipts in FY 2011 were only about half what they were in FY 2007,
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even as domestic corporate profits (excluding Federal Reserve Banks) were
roughly unchanged.® In contrast, individual income tax receipts in FY 2011
were more than 90 percent of their FY 2007 level.

Federal outlays rose 4.2 percent in FY 2011 from FY 2010 but
remained steady as a share of GDP at 24.1 percent. According to the CBO,
approximately half of the year-over-year increase in Federal outlays reflects
re-evaluations of the cumulative cost of the Troubled Asset Relief Program
(TARP).” The President’s FY 2013 Budget estimates that the cumulative cost
of TARP will be $67.8 billion, well below the Administration’s 2009 estimate
of $341 billion.

Nominal spending on defense grew more slowly in FY 2011 than in
recent years. Combined total spending on Social Security, Medicare, and
Medicaid rose in FY 2011, though at a slower pace than the average over the
past three years. According to the Department of Labor, extended unem-
ployment benefits and emergency unemployment benefits are on track to be
about $60 billion in 2011, following total benefits of $80 billion in 2010. The
past three years of unemployment benefits stabilized consumer spending
at a level higher than would have occurred absent this income support. In
addition, the 2 percentage point reduction in payroll taxes through the end
of 2011 lowered tax liabilities by about $114 billion.

During the four quarters of calendar year 2011, real Federal expen-
ditures on consumption and gross investment, as measured in the National
Income and Product Accounts, declined 3.3 percent; federal defense spend-
ing fell 3.7 percent over the four quarters of 2011, and federal nondefense
spending declined 2.6 percent.

As projected in the Administration’s FY 2013 Budget, which includes
demand-supporting initiatives for FY 2012 that have not yet been approved
by the Congress, the deficit as a share of GDP will fall from 8.7 percent in
FY 2011 to 5.5 percent in FY 2013, and to 3.4 percent in FY 2015. The full-
employment deficit as a share of GDP (the budget deficit that would exist
if the economy were at full employment) would be roughly unchanged in
FY 2012 and fall by about 3 percentage points in FY 2013 and by another
1.5 percentage points in FY 2014. This fiscal consolidation will restrain the

® The divergence of corporate profits and corporate tax receipts between 2007 and 2011
reflects changes in tax policy and differences in how profits in the National Income and
Product Accounts (NIPA) and corporate taxable income are calculated. Business credits for
corporations have increased between 2007 and 2011. The components of NIPA profits that are
not counted in taxable income include capital gains, bad debt, and Federal Reserve profits.

° The CBO (2011c) estimates the net present value of the cumulative cost of TARP each year
and—if costs are revised down—records the changes in these valuations in the Budget as a
negative outlay. The CBO adjusted down the total cost of the program in FY 2010 and FY
2011, but the downward adjustment in FY 2011 was smaller than in FY 2010.
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growth of demand in those years, but an increase in private-sector demand
in those years is projected to fill in the gap.

Looking further ahead, the deficit reduction from the cuts mandated
by the Budget Control Act of 2011 and the expiration of the tax cuts on
upper-income Americans enacted between 2001 and 2003, combined with
the winding down of operations in Afghanistan and Iraq, will bring deficits
down to approximately 2.8 percent of GDP near the end of the 10-year bud-
get window. Policy changes recommended in the FY 2013 Budget put the
debt on a stable or declining path as a share of the economy and would—if
enacted—place the budget in a fiscally sustainable position in the ten-year
budget window.

State and Local Governments

State and local governments remained under severe fiscal pressure in
2011, and, as noted, declines in this sector’s revenues have forced sharper
declines in real State and local consumption and gross investment than in
earlier U.S. recoveries. Although nominal State and local government tax
receipts continued to increase in 2011, Federal funds from the Recovery
Act—which helped support State and local governments during 2009 and
2010—declined, and employment continued to contract.

State and local tax revenues rose about 4 percent, or $50 billion, dur-
ing the four quarters through the third quarter of 2011, roughly the same
pace as during the year-earlier period. About half of the rise came from
personal income taxes. State and local taxes on production and imports—a
category that includes sales and property taxes—increased about $32 billion
over this period, while corporate taxes were down $8 billion. Federal grants-
in-aid to the states plunged $87.8 billion during the four quarters of 2011
after rising notably during 2009 and 2010; both the earlier increase and the
2011 decline were attributable to the Recovery Act, which was designed to
offer temporary support to State and local governments.

Current State and local government expenditures—which include
transfers to individuals as well as government consumption—fell 0.2 per-
cent over the four quarters of 2011, following a 4.4 percent increase in the
year-earlier period. Reflecting, in part, the decline in Federal grants-in-aid
between the third quarters of 2010 and 2011, the operating position of State
and local governments deteriorated to an aggregate deficit of $83 billion by
the third quarter of 2011, the fourth consecutive year of operating deficits
for the State and local sector.

Employment in State and local government declined by 235,000 in
2011, and employment in the sector fell 660,000 from its peak in August

The Year in Review and the Years Ahead | 59



2008 to December 2011. About 36 percent of the jobs lost over this period
were in education.

Real investment by State and local governments in structures, such as
schools, roads, and bridges, fell 9.9 percent during the four quarters of 2011,
a decline notably steeper than those of the preceding three years. Some of the
decline is attributable to the expiration of the Build America Bonds program
at the end of 2010. Part of the Recovery Act, the program subsidized munici-
pal bonds issued for infrastructure development and helped finance $181
billion worth of capital projects, including schools, bridges, and hospitals
(Department of Treasury 2011).

State and local governments have made tough budget decisions dur-
ing the past four years. They will likely continue doing so in 2012 as Federal
transfers diminish, and past declines in house prices erode the property tax
base. The Administration took important steps in 2010 and 2011 to help
State and local governments maintain critical services in public safety and
education. In addition to the grants-in-aid components of the Recovery
Act, the Administration eased the burden on State and local governments
in August 2010 by establishing a new teacher job fund and by extending the
enhanced Federal matching formula for certain social services and medical
insurance expenditures covered by the States. In 2011, the President pro-
posed additional funds as part of the American Jobs Act to prevent layofts of
teachers, police, and firefighters. To support infrastructure investment, the
Administration also included funds in the American Jobs Act to modernize
more than 35,000 schools.

Real Exports and Imports

Real exports grew 5.2 percent during the four quarters of 2011 after
jumping 8.8 percent in 2010. As noted, the rebound in exports since the
trough of the recession has been strong and reflects rising demand for U.S.
goods and services abroad. Total exports rose at an average rate of almost 16
percent per year between 2009 and the twelve-month period that ended in
November 2011, an increase that creates jobs for U.S. workers and puts U.S.
exports on track to meet the President’s goal of doubling nominal exports
between 2009 and the end of 2014. Meeting this goal depends, in part, on
healthy growth of the world economy; world growth, however, may falter
in the near term for reasons related to the sovereign debt crisis in Europe.
Maintaining robust exports is a key to building an American economy that
can prosper in the global economy in the years to come (see Chapter 5).

Real imports also grew in 2011, expanding 3.8 percent over the four
quarters of the year. The rise in real imports over the past year likely reflects
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the increase in consumer spending on goods, the rise in real business fixed
investment, and the continued recovery in industrial production in 2011.

All told, real net exports—exports less imports—made a small positive
contribution to the rise in real GDP over the four quarters of 2011, after
subtracting from real GDP growth in the year-earlier period.

Labor Market Trends

The job market continued to heal in 2011, adding a total of 1.8 million
jobs. The private-sector added 2.1 million jobs during the twelve months of
2011, while State and local government employment fell by 235,000. The
growth in private-sector jobs was the strongest since 2005. Private sector
payroll employment has grown in each month since February 2010, and lay-
offs—as measured by the four-week average of initial claims for unemploy-
ment insurance—have come down considerably over this period (Figure
2-7). The four-week average of initial claims continued to recede through
the end of January 2012.

Private-sector job growth during the current recovery has been similar
to that in the 1991 recovery and faster than that in the 2001 recovery, as
illustrated in Figure 2-8. As is typical, the recovery in jobs since 2009 has
lagged the recovery in output. Growth in private nonfarm jobs in the current
recovery began nine months after the business-cycle trough. By comparison,

Figure 2-7
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payrolls first began expanding consistently twelve months into the 1990-91
recovery, and sustained private-sector job growth in the 2001 recovery did
not begin until 21 months after the official end date of the recession. Thus,
although the 2007-09 recession lasted longer and featured job losses much
deeper than those in the recessions of 1990-91 and 2001, recovery in the
labor market began somewhat sooner.

Nonetheless, the steep rate of job loss during the recession has left
the rate of unemployment high. During the recovery the unemployment
rate receded from its peak of 10.0 percent in October 2009 to 8.3 percent
by January 2012. The unemployment rate dropped by 0.6 percentage point
between October 2011 and January 2012 (Figure 2-9). Other measures of
labor market slack—such as the “U-6” unemployment rate published by the
Bureau of Labor Statistics—have also declined over the past year. The U-6
measure includes in the pool of unemployed workers those who are under-
employed or are marginally attached to the labor force, that is, would like a
job but are not currently searching for work. The U-6 unemployment rate in
January 2012 was a percentage point below its year-earlier level.

In addition to tracking the number of jobs added in 2011, other mar-
gins of labor market adjustment such as the workweek also contain impor-
tant information about the pace of the recovery. At the business-cycle peak
in the fourth quarter of 2007, the workweek for all private-sector employees

Figure 2-8
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Figure 2-9
Unemployment Rate, 1979-2012
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averaged 34.6 hours. By the second quarter of 2009, it had shortened 0.8
hour. By the fourth quarter of 2011, the workweek increased to 34.4 hours,
recovering most of the hours lost during the recession. A 0.1 hour lengthen-
ing of the workweek is roughly equivalent, in terms of labor input, to an
increase in employment of more than 300,000 jobs.

Wages, Labor Productivity, and Prices

Hourly compensation rose at about the same pace in 2011 as in 2010.
The employment cost index for private-sector workers, including wages
and benefits, rose 2.1 percent over the twelve months of 2011, roughly the
same as the year-earlier increase. Nominal hourly compensation in the non-
farm business sector—a measure based primarily on compensation in the
National Income and Product Accounts—rose 1.7 percent during the four
quarters of 2011, up slightly from the pace during 2010 but well below the
average increase of about 4.0 percent in 2006 and 2007.

Labor productivity in the nonfarm business sector (that is, real output
per hour worked) rose about 0.5 percent during the four quarters of 2011, a
slower pace of growth than during the preceding two years. Averaged over
the nearly four years since the business-cycle peak, labor productivity grew
at a 1.8 percent annual rate.
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Consumer prices—as measured by the consumer price index (CPI)—
rose almost 3 percent during the twelve months of 2011, 1.6 percentage
points more than they did in 2010 (Figure 2-10). The cost of food, crude oil,
and many other commodities rose sharply in the first half of 2011, and some
of these increases were passed through to consumer prices for food and
energy products. Excluding food and energy products, the core CPI rose a
more moderate 2.2 percent during the 12 months of 2011 after rising at an
unusually slow pace of 0.8 percent in 2010.

Over the second half of 2011, overall consumer price inflation fell
considerably as the price pressures from the earlier increases in energy and
commodity prices waned. After rising at an annual rate of 3.8 percent in
the first six months of the year, consumer price inflation fell to 2.2 percent
between June and December.

Most of the inflation in nonfarm business prices during the past four
years has been due to a rise in the price markup over unit labor costs rather
than to rising unit labor costs. Hourly compensation has risen at a roughly
2 percent annual rate during the four years since the business-cycle peak,
but this growth has been offset by growth of labor productivity also by an
annual rate of about 2 percent during the same period, leaving unit labor
costs essentially unchanged. Over the long run, prices of nonfarm business
output rise in a roughly parallel fashion to unit labor costs, so the markup
of prices relative to unit labor costs has been flat, although it has certainly
fluctuated in the short run. As can be seen in Figure 2-11, this long-term
property of the U.S. economy appears to have broken down over the past
decade. The markup has now risen to its highest level in post-World War
IT history, with much of that increase taking place over the past four years.
Because the markup of prices over unit labor costs is the inverse of the labor
share of output, saying that an increase in the price markup is the highest
in postwar history is equivalent to saying that the labor share of output has
fallen to its lowest level.

The Administration expects consumer prices to rise slightly below
2 percent a year for the next few years, edging up to a 2.1 percent annual
rate in the long run. The long-run projection is in line with the levels of
inflation deemed by the Federal Reserve as consistent with stable prices
and full employment, and only slightly below survey measures of long-run
inflation expectations and the 5-year forward inflation rate implied by the
yields on inflation-protected Treasury securities.'® Moreover, because slack
in the labor market remains, the economy has considerable room to expand
without increasing price pressures.

1% The Survey of Professional Forecasters projects the CPI will grow at an average annual rate
of 2.5 percent from 2011 through 2020.
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Figure 2-10
Consumer Price Inflation, 2004-2011
12-month percent change
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Source: Bureau of Labor Statistics, Consumer Price Index.

Figure 2-11
Price Markup over Unit Labor Costs, Nonfarm Business, 1947-2011
Ratio of prices to unit labor costs
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Source: Bureau of Economic Analysis, National Income and Product Accounts; Bureau of
Labor Statistics, Productivity and Costs; CEA calculations.
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Financial Markets

The past year was a volatile one for financial markets. Concerns that
had arisen late in 2009 over sovereign debt in Greece and Portugal continued
into 2011 and spread to several larger countries in the European Union, with
effects that were felt worldwide.

Following a 12.8 percent gain in 2010, U.S. equity prices—as mea-
sured by the Standard and Poor’s 500 Composite Index—were essentially
flat in 2011. External factors weighed heavily on investor sentiment at times
over the course of the year. After rising more than 8 percent from the end
of 2010 through April, equity values plunged during the summer, reflect-
ing the uncertainty surrounding the European sovereign debt problems
and the protracted negotiations over raising the statutory U.S. Federal debt
ceiling. Measures of market volatility—such as the Market Volatility Index
(VIX)—rose sharply in mid-2011 before retreating near the end of the year.
The VIX reached levels in 2011 that were about equal to those in mid-2009
but remained well below record levels in late 2008. The day-to-day changes
in the S&P index exceeded 1 percentage point on 96 days in 2011, 20 days
more than in 2010. In 2005 and 2006, swings in the S&P index exceeded a
percentage point only 30 times per year on average.

Yields on 10-year Treasury notes were 1.98 percent in December 2011,
down from 3.29 percent in December 2010 (Figure 2-12). Ten-year yields
rose to a monthly high of 3.58 percent in February of 2011, as investors

Figure 2-12
10-Year Treasury Yields, 2004-2012
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Source: Federal Reserve Board, H.15.
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elevated their outlook for the U.S. economy. Renewed concerns about sov-
ereign debt issues in Europe, however, triggered a flight to safety that pushed
down long-term rates, on balance, during the remainder of 2011. The
Federal Reserve System’s program to lengthen the maturity of the portfolio
of their U.S. government debt also held down long-term rates. Over the final
five months of the year, 10-year Treasury yields fluctuated around 2 percent,
and real long-term interest rates at the same maturity, as indicated by the
market for Treasury Inflation-Protected Securities, fluctuated around zero.

When the Administration’s economic forecast was finalized in mid-
November 2011, interest rates, both short- and long-term, were recognized
as being in the low end of their historical range. Yet, in light of the Federal
Reserve’s August 9 announcement that “economic conditions ... are likely
to warrant exceptionally low levels for the federal funds rate at least through
mid-2013,” the Administration did not foresee any material changes in
short-term interest rates over the near term. Thus, the Administration’s pro-
jected path for 91-day Treasury bills, calibrated from rates in the market for
federal funds futures, anticipated that these rates would remain extremely
low until the second half of 2013. The FOMC forecasted in January 2012 that
these rates would remain low at least through late 2014.

Small Businesses and the Recovery

Small firms—with fewer than 500 employees—account for about half
of private-sector nonfarm employment. Between 1993 and 2010, more than
half of firms in the private sector had 1 to 4 employees, and nearly 98 per-
cent had fewer than 100 employees. Figure 2-13 illustrates that small firms
experienced proportionately larger job losses than large firms during the
recession and until early 2010. Similarly, the number of bank loans to small
firms fell dramatically during the recession and—although it has stabilized
since—still has not returned to pre-recession levels (see Figure 2-14). In
13 consecutive quarters between 2007:Q1 and 2010:Q1, respondents to the
Federal Reserve’s Senior Loan Officer Opinion Survey reported that credit
tightened or remained tight for small firms (those with less than $50 million
in annual sales) and that, since 2010, credit standards for large firms eased
at a faster rate than for small firms.

Small firms depend more on banks for financing than do larger firms,
in part because larger firms have access to other forms of finance, including
public debt and equity markets, typically unavailable to small firms. Petersen
and Rajan (1994) have documented the critical relationship between banks
and small firms and showed that over half of financing for small firms came
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Figure 2-13
Private Sector Job Recovery by Firm Size, 2007-2011
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Source: Bureau of Labor Statistics, Business Employment Dynamics.

from bank finance. ! Economists have modeled a link between the supply of
credit and macroeconomic activity (Bernanke 1983; Holmstrom and Tirole
1997; and Peek and Rosengren 2000). Credit conditions have been shown to
affect a variety of specific macroeconomic outcomes, including investment
spending, inventories, and economic growth and development (Fazzari,
Hubbard, and Petersen 1988; King and Levine 1993; Kashyap, Lamont, and
Stein 1994; Levine and Zervos 1998; Rajan and Zingales 1998; and Guiso,
Sapienza, and Zingales 2004). Gertler and Gilchrist (1994) find that smaller
manufacturing firms respond more to money supply conditions than larger
firms, and Kroszner, Laeven, and Klingebiel (2007) use cross-country evi-
dence to show that banking crises negatively affect bank-dependent firms
more than they affect firms less dependent on bank finance.

The credit-contraction hypothesis has been used to explain the steeper
loss of employment in small firms. Until recently, however, the literature
from the recent financial crisis has largely been unable to disentangle the
contributions of credit-supply and aggregate-demand conditions. Duygan-
Bump, Levkov, and Montoriol-Garriga (2011) use data from the Current
Population Survey, Compustat, and the National Survey of Small Business

' Small firms in their paper are the smallest 10 percent of the sample measured by the book
value of assets. Their sample, which is drawn from the Federal Reserve’s National Survey of
Small Business Finances conducted in 1988 and 1989, contains 3,404 firms with fewer than 500
employees.
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Figure 2-14
Small Business Commercial and Industrial Loans, 20072011
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Finances to separate the contributions of these two factors. They find that,
as in previous recessions involving banking crises, following the crisis of
2007-09, the likelihood of becoming unemployed was greater in sectors
that were more dependent on external finance. Further, among firms highly
dependent on banks for financing, the likelihood that an employee will
become unemployed is greater in small firms (defined as those with 99 or
fewer employees)."” The authors do not observe such a divergence in unem-
ployment incidence in firms with low dependence on external finance.
Prior to the financial crisis, the share of lending to small businesses
by the largest banks—those with assets of over $50 billion—had risen
substantially (Corner and Bhaskar 2010). Since 2009, however, financing
has been constrained and it remains so for small firms seeking funding.
Simultaneously, the data show that other financial institutions—smaller
banks, credit unions, and other alternative lenders—and government-
sponsored programs have filled part of this gap. Between January and
December 2011, Biz2Credit, a private firm that matches over 1.5 million
small businesses seeking loans to nearly 500 lenders and loan intermediaries,
reports that loan-approval rates by large banks fell 3.1 percentage points,
while increasing 3.6 percentage points at small banks, 8.5 percentage points

'? This evidence does not address whether the credit-supply conditions are due to factors
related to lower credit quality.
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Box 2-1: SBA’s Role in Financing Small Firms During the Recovery

The Small Business Administration (SBA) was created by Congress
in 1953 to aid and provide technical support for small businesses." Many
SBA programs seek to minimize the riskiness of small-business loans
for lenders by guaranteeing a portion of these loans against default. SBA
collaborates with federal agencies and the White House to ensure that
at least 23 percent of Federal Government contract opportunities, worth
nearly $100 billion, are available to small businesses.

Traditional SBA programs, the 7(a) and 504 loans, target small
firms. These programs have been found to have a positive impact on
local economic performance (Craig, Jackson, and Thomson 2005). In
response to ongoing tight credit conditions facing small firms during the
recovery, the Small Business Jobs Act of 2010 increased the loan limits
for SBA loan guarantees. The limits for equipment and real estate loans
were increased permanently and the limits for working capital loans
through the SBA Express program were increased temporarily. Between
FY2010 and FY2011, the number of SBA loans approved increased 12.5
percent, while the value of SBA loans approved increased 45.4 percent
(see box figure). SBA increased overall lending supported to $30.5 bil-
lion in FY 2011, the highest ever lending year in its 60-year history.?

Recent economic research shows that new and young firms con-
tribute disproportionately to job growth in the U.S. (see Chapter 6). The
Obama Administration has created the Startup America initiative to
support the role that startups play in economic growth and job creation.
The initiative aims to accelerate high-growth entrepreneurship through
policies that unlock access to capital for high-growth companies, create
mentoring programs, accelerate lab-to-market innovation, and make
government work better for entrepreneurs.

As a part of the Startup America initiative, SBA is improving access
to capital for high-growth small businesses. The SBA has launched two
new Small Business Investment Company (SBIC) programs, each seek-
ing to guarantee an additional $1 billion in private investment within
five years: the Early-Stage Innovation Fund for seed- and early-stage
companies and the Impact Investment Fund for companies in areas
of national priority, including underserved markets and emerging

"The Small Business Administration’s definition of a small business uses guidelines that

reflect, among other things, sales, employment levels, and sector of economic activity. These

guidelines are available online at http://www.sba.gov/sites/default/files/Size_Standards_
Table.pdf.

* Lending supported includes gross loan approvals for SBA’s 7(a) and 504 programs as
well as third-party loans that are made by commercial lenders as part of the 504 funding
package. The box figure depicts the value of loans 7(a) and 504 loans approved, which will
be smaller than the value of loans supported.
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sectors, such as energy and education. SBA licensed the first SBIC
Impact Investment Fund in Michigan in July 2011. The InvestMichigan!
Mezzanine Fund, with resources of $130 million, is a public-private
partnership between SBA, Dow Chemical Company, and Michigan
Growth Capital Partners that will be managed privately and will focus
on funding new and small firms with plans to expand their operations
and create jobs. SBA also deepened its commitment to underserved
markets in 2011 with the implementation of the Underserved Markets
Initiative, which will disseminate SBA resources to youth, rural, veteran,
low-income, and other communities.

SBA Loans Approved, 2006-2011

Billions of dollars Thousands of loans
30 120

28 4
mm Value of Loans
26

Number of Loans
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Source: Small Business Administration, Agency Financial Report, 2011.

SBA augmented its role as a coordinator of federal agencies in
supporting small businesses in 2011. As is common after financial crises,
small firms are experiencing difficulties managing cash flow due to
adverse credit conditions. To improve access to working capital for
thousands of small firms, in September, President Obama issued an
executive order to institute the QuickPay program, which requires an
agency to pay its contractors within 15 days and, at a maximum, within
30 days. As with the QuickPay program, SBA plays a coordinating role
for the Small Business Innovation Research (SBIR) program, which
focuses on small high-technology firms and includes 11 granting agen-
cies. Evidence suggests that SBA and SBIR involvement make a differ-
ence to young firms. Between 1983 and 1997 awardees of the SBIR pro-
gram subsequently had substantially higher employment and sales
growth compared to a matched sample of similar firms (Lerner 1999). In
December, Congress passed a long-term reauthorization of the SBIR
program that will increase its funding.
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at credit unions, and 12.9 percentage points at other alternative lenders, such
as CDFIs, microlenders, and accounts-receivable financiers."

In 2009, the Obama Administration increased the amount of capital
invested in financial institutions and other entities to support small-business
lending. This lending evolved along two lines: investing capital directly into
financial institutions that provide small business loans and adding funding
to new and existing programs that provide credit support to small busi-
ness loans. In terms of direct investment that strengthened small-business
lending, the Administration invested more than $11 billion in over 1,000
financial institutions, most of which were small banks but also including
credit unions, Community Development Financial Institutions (CDFIs),
and business loan funds. The programs that provide small-business credit
support include the new State Small Business Credit Initiative (SSBCI),
which is expected to channel $15 billion in new small-business lending, as
well as existing programs, such as loan-guarantee programs housed at the
Small Business Administration (SBA), the Department of Agriculture, and
the Export-Import Bank. Other Administration initiatives also helped small
firms gain access to capital at a critical period. For example, the Financial
Stability program was modified in 2009 to protect auto parts suppliers, 82
percent of which employ less than 100 workers, to ensure that they would
be paid for any parts they shipped, regardless of the fate of the recipient
car company. Given the integral role auto-parts manufacturers play in the
manufacturing supply chain, systemic failure in this sector would have had
a substantial effect on the auto industry, the manufacturing supply chain,
output, and employment.'

By the end of FY2011, marked increases in these capital-access
programs were partly due to the introduction of two new programs admin-
istered by Treasury—the Small Business Lending Fund (SBLF) and the
SSBCI—and increases in the scope of the aforementioned loan-guarantee
programs. As of the beginning of January, institutions participating in the
SBLF have increased lending to small businesses by roughly $3.5 billion
over their baseline, and, in Fiscal Year 2011, SBA supported over $30 billion
in loans. (Box 2-1 further describes the Administration’s efforts to address
credit constraints among small businesses through the SBA’s loan-guarantee
programs administered through bank finance and Startup America.)

The most recent data on the expectations of small businesses concern-
ing financing and future job growth suggest that these efforts, along with

'* Small firms in the Biz2Credit sample are firms with fewer than 500 employees and under $6
million in annual revenue. Loan-approval rates are based on a random sample of 1,000 firms in
the Biz2Credit database reported each month between January 2011 and December 2011.

It is estimated that intervention in the auto industry broadly averted a loss of approximately
1.1 million jobs and hundreds of small businesses (White House 2010).
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Figure 2-15
Employment Outlook for Small Businesses, 2003—2012
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Source: Wells Fargo/Gallup Small Business Survey cited in Jacobe (2012).

the ongoing economic recovery, are having a positive effect. Small-business
owners who responded to the Wells Fargo-Gallup survey conducted from
January 9 to 13, 2012, for example, report being more optimistic than at any
time since July 2008. This sentiment is largely attributed to sharp increases
in their expectations related to their firms’ financial situation, i.e., revenue
and cash flow."” Moreover, respondents’ hiring plans have become more
optimistic than at any point since January 2008, as Figure 2-15 illustrates.
In early 2012, more small businesses expected to add new employees in the
next 12 months (22 percent) than expected to let them go (8 percent). This
is the biggest margin by which small businesses’ expectations for increasing
jobs have exceeded those for decreasing jobs since the start of the financial
crisis in 2008.

THE LONG-TERM OUTLOOK

Looking ahead, the Administration projects that the economic recov-
ery that began in 2009 will continue and gather speed (Table 2-1). In the
economic forecast, which was used to estimate the FY 2013 Budget, inflation

'* The Wells Fargo-Gallup telephone survey was based on a nationally representative sample of
604 firms extracted from the Dun & Bradstreet database of firms earning $20 million in annual
revenue or less. See Jacobe (2012).
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remains moderate, interest rates rise gradually, and the rate of unemploy-
ment recedes. The Administration projects real GDP growth to rise to 3
percent in 2012 and 2013 after growing 1.6 percent during the four quarters
of 2011.

The Administration also expects the employment situation to con-
tinue to improve in coming years: The Administration’s unemployment rate
forecast—also completed in mid-November 2011, when the latest-available
reading on the unemployment rate was 9.0 percent for October, is shown
in the first column of Table 2-2. The Budget forecast does not reflect the
improvement in the job market since the forecast was finalized. Since that
forecast was completed, the unemployment rate has fallen to 8.3 percent,
beginning 2012 well below the 8.9 percent unemployment rate that had been
forecast for the year as a whole. This should not be interpreted as a projec-
tion that the unemployment rate will rise: instead, it is the result of an out-of
date forecast. The second, third, and fourth columns of Table 2-2 show a
range of forecasts that were completed more recently so as to illustrate a
plausible range through which the unemployment rate is likely to evolve.

Table 2-1
Administration Economic Forecast

GDP Con- Interest Interest
Real rice sumer rate, rate,

Nominal GDP 1I1J1 dex rice 91-day 10-year

GDP (chain- . p Treasury Treasury

type) (chain- index bills notes

type) (CPI-U) (percent) (percent)
Percent change, Q4-to-Q4 Level, calendar year
2010 (actual) 4.7 3.1 1.6 1.2 0.1 32
2011 4.0 1.7 22 3.6 0.1 2.8
2012 4.6 3.0 1.6 1.9 0.1 2.8
2013 4.7 3.0 1.6 1.9 0.2 3.5
2014 5.8 4.0 1.7 2.0 1.4 3.9
2015 6.1 4.2 1.8 2.0 2.7 4.4
2016 5.8 3.9 1.8 2.1 3.8 4.7
2017 5.7 3.8 1.8 2.1 4.1 5.0
2018 4.6 2.8 1.8 2.1 4.1 5.1
2019 4.4 2.6 1.8 2.1 4.1 5.1
2020 4.3 2.5 1.8 2.1 4.1 5.1
2021 43 2.5 1.8 2.1 4.1 5.3
2022 43 2.5 1.8 2.1 4.1 5.3

Note: 2011-2022 forecasts were based on data available as of November 15, 2011, and were used for the FY 2013
Budget. The interest rate on 91-day T-bills is measured on a secondary-market discount basis.

Source: The forecast was done jointly by the Council of Economic Advisers, the Department of Commerce
(Bureau of Economic Analysis), the Department of the Treasury, and the Office of Management and Budget.
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Table 2-2
Alternative Labor Market Forecasts, as of February 2012

Unemployment rate (percent) Nonfarm payroll
employment*

Annual average Fourth (average

quarter monthly

] i change,

FY 2013 CBOP Blue Chip* FOMC Qi-to-Q4,

Budget® Dec-2011 low-high low-high thousands)

Nov-2011 Feb-2012 Jan-2012 Feb-2012
2011 9.0 9.0 — — 146
2012 8.9 8.8 8.0-8.6 8.2-85 167
2013 8.6 9.1 74-84 7.4-8.1 220
2014 8.1 8.7 — 6.7-7.6 264
2015 7.3 7.4 — — 284
2016 6.5 6.3 — — 259
2017 5.8 5.7 — — 251
2018 5.5 5.5 — — 131
2019 5.4 5.5 — — 101
2020 5.4 5.4 — — 92
2021 5.4 5.4 — — 97
2022 5.4 53 — — 89

*The Administration Budget forecast (done jointly by the Council of Economic Advisers, the Office of Manage-
ment and Budget, the Department of the Treasury, and the Department of Commerce) was based on data available
as of November 15, 2011.

" The Congressional Budget Office forecast was completed in early December.

<The Blue Chip Economic Indicators for February 2012 was based on a survey of more than 50 professional fore-
casters conducted on February 6-7, 2012. The high-10 and low-10 forecasts are the average of the ten highest and
ten lowest forecasts.

The high and low end of the central tendency of the Federal Open Market Committee announced on January
25,2012.

¢Based on data available on February 5, 2012.

Source: Aspen Publishers, Blue Chip Economic Indicators; Federal Reserve, Federal Open Market Committee.

In early February, the ten forecasters with the lowest unemployment rate
forecasts on the Blue Chip panel of professional forecasters projected that
the unemployment rate would average 8.0 percent in 2012 and 7.4 percent in
2013 while the highest ten projected 8.6 and 8.4 percent for those two years.
Similarly, the members of the Federal Reserve’s Open Market Committee
projected a central-tendency band of 8.2 percent to 8.5 percent for the fourth
quarter of 2012 and 7.4 to 8.1 percent for 2013. And it should be noted
that the CBO and FOMC forecasts are somewhat out of date in view of the
encouraging January labor market report.

The Council of Economic Advisers’ forecast for the gain in payroll
employment was finalized in early February, after the labor market report
was released showing growth of 157,000, 203,000, and 243,000 in November,
December, and January, respectively. Looking ahead, the average monthly
change in payroll employment is projected to rise from 146,000 in 2011 to
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about 167,000 in 2012. At this pace, two million jobs will be created during
2012, an increase from the 1.8 million created last year.

Despite shocks that slowed growth in 2011, the Administration
expects an upturn in economic growth. With the economy now operating
below its capacity and many resources still underutilized, we forecast that
the recovery will continue to gain strength.

Growth in GDP over the Long Term

The growth rate of the economy over the long run is determined
by the growth of its supply-side components, although growth rates over
shorter periods can vary considerably. The growth rate that characterizes
the long-run trend in real U.S. GDP—or potential GDP—plays an important
role in guiding the Administration’s long-run forecast, because actual GDP
tends to gravitate toward its potential in the long run. Between 2011:Q3
and 2022:Q4—the projection period for the FY 2013 Budget—potential real
GDP is projected to grow at a 2.5 percent annual rate.

Table 2-3 shows the Administration’s forecast for the contribution
of each supply-side factor to the growth in potential real GDP. The factors
include the population, the rate of labor force participation, the employed
share of the labor force, the ratio of nonfarm business employment to
household employment, the workweek, labor productivity, and the ratio
of real GDP to nonfarm output. Each column in Table 2-3 shows the
average annual growth rate for each component over a specific period of
time: The first column shows the long-run average growth rates between
the business-cycle peak of 1953 and the business-cycle peak of 2007, with
business-cycle peaks chosen as end points to remove the substantial fluc-
tuations within cycles and to reveal long-run trends. The second column
shows average growth rates between 2007:Q4 and 2011:Q3, a period that
includes the 2007-09 recession and the recovery so far. The third column
shows the Administration’s projection for the 11-year period from 2011:Q3
to 2022:Q4, and the fourth column shows average projected growth rates
between 2007:Q4 and 2022:Q4, a blended forecast period over which the
effects of the recession and recovery are offsetting.

The working-age population is projected to grow 1.0 percent a year,
on average, over the projection period (line 1, column 3), the same rate of
growth that is projected by the Census Bureau. Over this same period, the
labor force participation rate is projected to decline 0.1 percent a year (line
2, column 3), primarily because of longstanding demographic trends. The
projected moderate decline in the labor force participation rate reflects the
balance of opposing influences. The entry of the baby-boom generation
into its retirement years is expected to reduce the participation rate in the
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Table 2-3
Components of Actual and Potential Real GDP Growth, 1952-2022

Growth rate®
History, | Recent his- History and
peak-to- tory, since Forecast forecast,
Component .
peak peak since peak
1953:Q2to | 2007:Q4 to | 2011:Q3to | 2007:Q4 to
2007:Q4" | 2011:Q3 | 2022:Q4 | 2022:Q4
1 Civilian noninstitutional population aged 16+ 1.4 1.1 1.0 1.0
2 Labor force participation rate 0.2 -0.8 -0.1 -0.3
3 Employed share of the labor force -0.0 -12 0.4 -0.0
4 Ratio of nonfarm business employment to 0.0 -1.0 0.1 -0.2
household employment
5 Average weekly hours (nonfarm business) -0.3 -0.1 0.0 -0.0
6 Output per hour (productivity, nonfarm 2.1 1.9 23 22
business)
7 Ratio of real GDP to nonfarm business output -0.2 0.2 -0.5 -0.3
8 Sum: Actual real GDP 3.2 0.1 3.1 2.4
9 Memo: Potential real GDP 3.2 25 2.5 2.5

* All contributions are in percentage points at an annual rate.

©1953:Q2 and 2007:Q4 are business-cycle peaks.

Note: Population, labor force, and household employment have been adjusted for discontinuities in the population
series. Nonfarm business employment, workweek, and productivity come from the Labor Productivity and Costs
database maintained by the Bureau of Labor Statistics.

Source: Bureau of Labor Statistics, Current Population Survey, Labor Productivity and Costs; Bureau of Economic
Analysis, National Income and Product Accounts; Department of the Treasury; Office of Management and Budget;
CEA calculations.

coming years, but some of this reduction is projected to be offset as the labor
market improves. The labor force participation rate may also receive a boost
during the forecast period from the recent increase in the share of young
adults enrolled in school. The share of young adults aged 16 to 24 enrolled in
school rose well above its trend between January 2008 and December 2011,
sufficient to account for the entire decline in the labor force participation
rate for this age group over this period (Figure 2-16). As these young adults
complete their education, they are expected to re-enter the labor force.
Taking into account all of these effects, the labor force participation rate is
projected to recede about 0.1 percent a year between now and 2022.

The employed share of the labor force—which is equal to 1 minus
the unemployment rate—is expected to increase 0.4 percent per year over
the next 11 years (line 3, column 3) but to be nearly unchanged, on balance,
between 2007 and 2022 (line 3, column 4). '® Because of the recession, the
employed share of the labor force has contributed negatively to GDP growth

' To be precise, changes in the employment ratio reduce growth in real GDP by 0.04
percentage point per year between 2007:Q4 and 2022:Q4, because the unemployment rate in
2007:Q4 (4.8 percent) was below the level consistent with stable inflation, which is expected to
remain stable at around 5.4 percent from 2007 through the end of the projection period.
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Figure 2-16
Labor Force Participation and Educational Enrollment,
Ages 16-24,2002-2011

Percent, seasonally adjusted
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Source: Bureau of Labor Statistics; CEA calculations.

during the past four years, but the contribution is projected to turn positive
during the projection period.

The workweek is projected to remain roughly unchanged during the
projection period (line 5, column 3) even though it has declined 0.3 percent
a year, on average, over the long run (line 5, column 1). The workweek is
expected to hold steady as a natural labor-market adaptation to the antici-
pated decline in the labor force participation rate.

Labor productivity is projected to increase 2.3 percent a year over the
forecast horizon (line 6, column 3), a slight increase over the average growth
rate from 1953-2007 (line 6, column 1). The elevated rate of long-term
unemployment poses some risk to the projection insofar as the human capi-
tal of workers may deteriorate with prolonged unemployment. On the other
hand, higher rates of school enrollment among young adults in recent years,
as noted, should contribute to productivity growth in the coming years.

The ratio of real GDP to nonfarm business output is expected to sub-
tract from GDP growth over the projection period (line 7, column 3), con-
sistent with its long-run trend. The nonfarm business sector generally grows
faster than other sectors, such as government, households, and nonprofit
institutions, reflecting an accounting convention that holds productivity
growth to zero for government.
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Summing each of these pieces, real GDP is projected to rise at an
average 3.1 percent a year over the projection period (line 8, column 3),
notably faster than the 2.5 percent annual growth rate for potential real GDP
(line 9, column 3). Actual GDP is expected to grow faster than potential
GDP primarily because of the projected rise in the employment rate (line
3, column 3) as millions of workers who are currently unemployed find
jobs. Smoothing through the effects of the recent business cycle, real GDP is
expected to rise 2.4 percent a year, on average, over the 15-year period from
2007 to 2022, just short of the growth rate of potential real GDP of 2.5 per-
cent because the economy in 2007 is estimated to have been above its trend.

Real potential GDP is projected to rise 2.5 percent a year in 2007-2022
(line 8, column 4), more slowly than the long-term historical growth rate of
3.2 percent a year (line 8, column 1). The projected slowdown in real poten-
tial GDP growth reflects the lower projected growth rate of the working-age
population and the aging of the baby-boom cohort into retirement. The
effects of the financial crisis and the 2007-09 recession, in contrast, are
expected to have little effect on the level of potential real GDP by the end of
the projection, because the recession is not expected to permanently reduce
any of the demographically-determined elements of long-term growth.

An important question addressed in the budget outlook, however, is
how quickly real GDP will return to its potential level. In the Administration’s
2013 Budget forecast, the U.S. economy catches up to potential real GDP in
the second half of the forecast period. The historical record supports this
forecast. The full recovery of real GDP during the decade following the Great
Depression suggests that the U.S. economy can recover from a severe shock
to return to this underlying trend level.

CONCLUSION

The U.S. economy continued to recover in 2011 from the severe
effects of the financial crisis and the deep recession that followed. The rise
in real GDP since the beginning of the recovery has been roughly similar
to the trend in both following the 1991 and 2001 recessions, while private
payroll growth came sooner and more swiftly than in the beginning of the
recovery from the 2001 recession. The housing market began to show signs
of life in 2011, and is likely to have a positive effect on the economy, though
from a low base.

As 2012 begins, the recovery appears most likely to proceed at a
moderate pace over the coming year, with the gains in output and employ-
ment increasing in subsequent years, as credit conditions continue to ease
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and confidence improves. Ensuring this outcome requires policies that both
restore balance to the economy by increasing aggregate demand and guard
against the types of excesses that led to the crisis in the first place. With
millions of Americans still unemployed, much work remains to restore the
U.S. economy to full health. Only a prolonged and robust expansion can
eliminate the large jobs deficit that opened up during the recession, and the
economy as a whole has considerable room to grow. The fact that private
job growth has closely tracked the pattern of the early 1990s expansion is
encouraging, and highlights the importance of sustaining the recovery.
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CHAPTETR 3

RESTORING FISCAL
RESPONSIBILITY

hen President Obama took office three years ago, the Administration

was given an annual deficit of $1.3 trillion and a projected 10-year
fiscal shortfall of more than $8 trillion.' The Administration has taken many
steps to restore fiscal responsibility because large and sustained fiscal imbal-
ances pose one of the Nation’s greatest economic challenges. Policymakers
are charged with the dual imperative of safeguarding the ongoing economic
recovery while simultaneously ensuring that future generations are not
burdened with excessive debt and that future government borrowing does
not unduly crowd out private investment. In the near term, sharp deficit
reduction serves as a drag on aggregate demand and threatens to disrupt
ongoing economic growth. In the long term, persistent budget deficits can
reduce national saving, raise interest rates, and discourage private domestic
investment, even in an economy as dynamic and robust as our own. These
seemingly conflicting concerns make deficit reduction a crucial but delicate
endeavor.

Recognizing the economic risks associated with sustained large bud-
get deficits, the Obama Administration has made deficit reduction a priority.
In February 2010, the President signed the Statutory Pay-As-You-Go Act, a
law that restored the commonsense principle of paying for permanent man-
datory spending or tax changes—a rule that had lapsed or been waived dur-
ing the previous decade. In March 2010, the President signed the Affordable
Care Act, which both expands health coverage and directly addresses one
of the key drivers of the long-term deficits, rising health care costs. Last
summer, the President and Congress enacted a $1 trillion deficit-reduction
package in the Budget Control Act of 2011, with a minimum $1.2 trillion

! In this chapter only, unless otherwise noted, budget deficits and spending programs are
reported in fiscal years and tax receipts are reported in calendar years.
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in further reductions scheduled to follow. As a way forward, the President
has laid out a balanced plan that would—in combination with the Budget
Control Act and other deficit reduction measures taken since the beginning
of 2011—cut the 10-year deficit by more than $4 trillion, bring the budget
into primary balance so that revenues cover all noninterest expenditures,
and reduce debt as a share of the economy. These steps represent a radical
departure from the budget policies of the previous administration, which
included a series of sweeping tax cuts skewed toward the wealthiest, estab-
lishment of the Medicare prescription drug benefit program, and wars in
Iraq and Afghanistan—all enacted without being offset by cuts or additional
revenue raised elsewhere in the budget.

This chapter highlights the sources of budget deficits and public debt,
describes projected budget outlooks, and outlines the Administration’s
deficit-reduction plan, a balanced approach that recognizes the need to
prioritize spending initiatives while aligning revenues with current spending
by asking the highest-income Americans to contribute to deficit reduction,
as well as closing loopholes for corporations and special interests. The
President’s plan acknowledges that balancing the budget on the spending
side of the ledger alone would hurt programs that help the middle class and
those trying to get into it and put at risk other national priorities, such as
investment in infrastructure and education.

The prospective fiscal imbalances have been decades in the making.
Restoring balance will necessitate bold and difficult reforms in government
programs. Although the Affordable Care Act and the Budget Control Act
were the most aggressive Federal deficit-reduction legislation in years, much
work remains to be done. Because budget projections show continued fiscal
imbalances, it is critical for Congress to work with the Administration to
return the Nation to a sound fiscal outlook.

DETERMINANTS OF CURRENT DEFICITS

Under current law and established budget policy, which are reflected
in the adjusted baseline of the Office of Management and Budget (OMB),
the annual budget would improve rapidly as the economy recovers, falling
from $1.3 trillion in 2011 (8.7 percent of GDP) to $662 billion in 2014 (3.9
percent of GDP). Despite these projected improvements, the deficits mov-
ing forward are expected to remain at unsustainable levels absent additional
policy actions. The fiscal shortfall is not primarily driven by countercyclical
policies enacted in response to the Great Recession. Instead, recent deficits
are principally the result of spending policies enacted during the previous
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administration, sweeping tax cuts initiated in 2001 and 2003,” and eco-
nomic conditions. While temporary policies designed to increase aggregate
demand, improve business investment, and jump-start employment con-
tributed to annual deficits immediately following the financial crisis, they
are less costly than the previous decade’s spending and tax policies; most
importantly, they are temporary emergency measures projected to have a
minimal effect on annual budget deficits going forward.

As noted, spending policies enacted in the early part of the previ-
ous decade are one of the primary causes of recent deficits. Wars in Iraq
and Afghanistan, substantially more costly than initially announced by the
previous administration, added $1.3 trillion in military spending between
September 2001 and December 2011. The Medicare Part D prescrip-
tion drug benefit, enacted in 2003, has raised Medicare spending by over
$250 billion through calendar year 2011. Increased interest costs associated
with these programs have driven deficits even higher.

Tax cuts initiated in the previous decade, including those for the
wealthiest individuals, have helped drive down tax revenues to histori-
cal lows. In particular, sweeping cuts in income and estate taxes, initially
enacted in 2001 and 2003, have reduced revenue and increased interest costs
by nearly $3.0 trillion between 2001 and 2011 (Ruffing and Horney 2011). In
2011, Federal tax receipts amounted to just 14.4 percent of GDP, far below
the postwar average of 17.7 percent. Part of this revenue shortfall is attrib-
utable to temporary tax cuts designed to aid the economy and create jobs,
and part to the slow rebound of wages, investment income, and corporate
profits—the income base from which tax receipts are primarily derived. But
several ongoing tax policy trends that long predated the financial crisis have
also put downward pressure on tax revenue.

By comparison, policies enacted to revitalize the economy and stabi-
lize the financial system have contributed only moderately to deficits over
the past several years, with a substantially waning impact after 2012. The
American Recovery and Reinvestment Act (the Recovery Act) of 2009 cost
$833 billion overall, while the most recent Troubled Asset Relief Program
(TARP) cost estimate is just $68 billion. Other countercyclical measures,
including the 2 percentage point payroll tax reduction for workers, have also
carried relatively small costs, which have often been offset by other budget
measures. For example, the Temporary Payroll Tax Cut Continuation Act
of 2011, which temporarily extended the payroll tax cut, unemployment

? These policies contributed to a historic gap between projected and realized budget outcomes.
In 2001, following several years of budget surpluses, the Congressional Budget Office projected
a cumulative surplus of $5.6 trillion between 2001 and 2011 (CBO 2001). No surplus was
realized after 2001, and a cumulative deficit of $6.5 trillion accumulated between 2001 and
2011.
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benefits, and certain about-to-expire Medicare provisions regarding physi-
cian payments, included offsets that made the bill deficit neutral.

Figure 3-1 compares the incremental cost of various post-2001 deter-
minants of the deficit, including the wars in Iraq and Afghanistan, economic
downturns, 2001 and 2003 tax cuts, financial stabilization measures, and
economic stimulus initiatives. What the figure does not show is the path the
deficit would have taken had the Great Recession persisted. The projections
in the figure, based on Congressional Budget Office (CBO) data, incorpo-
rate both the direct economic growth owing to countercyclical measures
undertaken by the Obama Administration and the subsequent projected
economic recovery. If economic growth had turned negative instead of
growing throughout 2009-11, or if the financial system had remained in
turmoil, the tax base would have eroded further and the fiscal crisis would
have been more severe.

The connection between unused countercyclical fiscal policy and
stunted economic growth has been shown time and again. From the Great
Depression, to Japan’s Lost Decade, to international attempts to enact aus-
terity measures during economic recessions, research has shown that in the
absence of countercyclical measures, recessions become even more severe
(Auerbach and Gale 2010). As painful as the past three years have been

Figure 3-1
Selected Components of Deficit Projections: 2009-2019
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assumptions and methodology than OMB. As a result, the projections presented in
this figure may differ from those presented by OMB.

Source: Ruffing and Horney (2011).
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for the U.S. economy, countercyclical measures brought the downturn to a
quicker end and have reinforced the recovery.

While demographic trends and rising health care costs pose serious
challenges on the spending side of the ledger, the failure of tax revenue to
match Federal spending remains a primary concern.

Falling Effective Tax Rates on Upper-Income Taxpayers

Effective tax rates, also known as average tax rates, are simply the
amount of taxes paid as a share of total income. In contrast, marginal rates
are defined as the taxes paid on an additional dollar of earnings. Tax prefer-
ences, such as preferential rates for investment income or deductions for
particular activities, can drive effective tax rates far below marginal tax rates.
As aresult, effective tax rates have varied over time with periodic tax reforms
and a shift in the composition of income among high earners toward busi-
ness and capital income. Several of the President’s tax policy initiatives,
including the American Opportunity Tax Credit, the expansion of refund-
able tax credits for families with children, and the cut in the payroll tax, have
provided tax relief for middle-income Americans.

In order to isolate the effects of changing tax policy on effective tax
rates, a useful exercise is to track effective tax rates holding income char-
acteristics constant. Under this methodology, as indicated in Figure 3-2,
effective tax rates on middle-income Americans rose slightly in the 1960s
and 1970s, and then remained mostly flat between 1980 and the start of
the Obama Presidency. Effective tax rates for the top 1 percent have varied
moderately over the past five decades, peaking in about 1980 before falling
back to lower levels between the late 1980s and the present. In stark contrast,
the wealthiest taxpayers have seen their effective tax rate plummet over the
past five decades because of changes in Federal tax policies. The wealthiest
1-in-1,000 taxpayers pay barely a quarter of their income in Federal taxes
today—half of what they would have contributed in 1960.

Although trends in effective tax rates are attributable to a variety
of factors, the tax cuts initiated under the previous administration had a
notable impact. When the Economic Growth and Tax Relief Reconciliation
Act 0of 2001 cut statutory income tax rates, high-income taxpayers benefited
disproportionately, in large part because of the cut in the top rate from 39.6
percent to 35.0 percent. Two years later, in 2003, preferential rates on long-
term capital gains and dividends were cut to historical lows of 15 percent,
again resulting in large benefits for the upper-income taxpayers who realize
the bulk of investment income.

Treasury data show clearly that high-income families benefited the
most from the 2001 and 2003 tax law changes. For example, as Figure 3-3
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Figure 3-2
Average Tax Rates for Selected Income Groups

Under a Fixed Income Distribution, 1960-2010
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Note: Average Federal (income plus Federal Insurance Contributions Act) tax rates for a
sample of 2005 taxpayers after adjusting for growth in the National Average Wage Index.
Source: Internal Revenue System Statistics of Income 2005 Public Use File, National
Bureau of Economic Research TAXSIM, and CEA calculations.

illustrates, between 2000 and 2008, income tax rates fell more for the top
1 percent and top 0.1 percent of the income distribution than for the middle-
income quintile. Average individual income tax rates fell by 4.7 percentage
points for families in the top 0.1 percent, but only by 3.7 percent for middle-
income families.

To help reduce the deficit consistent with the notion of shared respon-
sibility, the President’s Fiscal Year 2013 Budget proposes to let the tax breaks
expire for income above $250,000 a year, reversing a decade-long trend of
unequal tax benefits for the wealthy, while making the tax cuts for those
families making $250,000 or less permanent.

Heterogeneity in Effective Tax Rates among High-Income
Taxpayers

The gradual drop in effective tax rates on high-income taxpayers is
only part of the story. Effective tax rates on these taxpayers also vary widely
because of the tax code’s differing treatment of various sources of income,
allowances for changing the timing of taxes paid, and various deductions
and credits. For example, a high-income taxpayer who is compensated
primarily with cash wages might remit in excess of 30 percent of income in
payroll and income taxes, while a high-income taxpayer who receives a large
share of compensation in the form of interest in an investment fund (known
as “carried interest”) would have a far lower tax rate.
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Figure 3-3
Average Individual Income Tax Rates by Income
Average tax rate Quintile, 2000 and 2008
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Source: Department of Treasury.

In 2012, among taxpayers in the highest income quintile, effective tax
rates (including income, payroll, and corporate taxes) are expected to vary
between 12.1 percent for those at the 10th percentile (in terms of effective tax
rates) to 29.3 percent for those at the 90th percentile. That is, 10 percent of
all high-income taxpayers are expected to pay less than 12.1 percent of their
income in Federal taxes and another 10 percent are expected to pay more
than 29.3 percent (the remaining 80 percent will pay somewhere in between
the two rates). For the top 1 percent of taxpayers, the variation in rates is
even starker. Among those in the top 1 percent, one in ten taxpayers is
expected to pay less than 8.7 percent of their income in taxes, while another
one in ten is expected to pay 34.6 percent or more (see Table 3-1).

The variation is perhaps most evident at the very top of the income
distribution. In 2008, the most recent year for which data are available, 30 of
the 400 highest-earning taxpayers (7.5 percent) paid less than 10 percent of
their income in Federal income taxes, while 59 (14.8 percent) paid in excess
of 30 percent.

Addpressing the Role Of Exclusions and Deductions in Effective
Tax Burdens

As noted, effective tax rates vary widely because of myriad deductions,
exemptions, and preferences in the tax code. Moreover, particular streams
of income are excluded from taxation entirely. But, as noted, the expanding
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Table 3-1
Distribution of Average Federal Tax Rates

Average rate at each breakpoint in the rate distribution

Family cash income group
10th 25th Median 75th 90th
Lowest quintile -13.7 0.0 5.4 13.1 15.5
Second quintile -8.7 0.5 7.2 17.0 20.9
Middle quintile 1.7 54 13.3 20.4 235
Fourth quintile 7.2 12.1 17.2 223 26.2
Highest quintile 12.1 17.4 219 26.0 293
Total 0.0 5.0 14.5 20.7 25.0
Top 1 percent 8.7 21.2 29.6 32.3 34.6

Note: Calculations assume 2012 tax law with an AMT patch and 2012 income levels, and includes individual
income tax, corporate income tax, and payroll tax. For the lowest income quintile, the calculation of average rates
and the distribution of average rates do not include families with negative income. These families are included in
the total.

Source: Department of Treasury.

array of such tools within the tax code has enabled some high-income tax-
payers to reduce their tax liability dramatically. Decades ago, the Alternative
Minimum Tax (AMT) was enacted in an attempt to combat the low rates
paid by some high-income taxpayers, but its poor design has caused it to fall
primarily on upper-middle-income families from high-tax states, as well as
on those with many children (Burman 2007). In addition, because the value
of a deduction or exclusion is a function of a taxpayer’s marginal tax rate,
deductions and exclusions from taxable income are typically worth much
more to high-income households—as much as two to three times more—
than to low- and middle-income ones.

As a way to combat this “upside-down” system of tax incen-
tives, the President has proposed several principles for tax reform. The
President’s proposed Buffett rule would ensure that Americans making
more than $1 million a year would pay no less a share of their income than
middle-income families pay—in particular, no less than 30 percent of their
income—in taxes. In addition, the President has proposed tax reform that
would ensure fair incentives for the middle class, helping to equalize the
value of tax expenditures across the income distribution. (For informa-
tion on how to evaluate effective tax rates based on their progressivity, see
Economics Application Box 3-1).

THE Fi1scAL OUTLOOK

Without the pro-growth policies of the past three years, future budget
shortfalls would be even more severe. Moreover, the policies presented
in the Administration’s Fiscal Year 2013 Budget significantly improve
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projected medium-term deficits relative to an adjusted policy baseline, and
projected long-term public debt continues to rapidly decline over the course
of the Obama Administration.

Medium-Term Budget Projections

Under the OMB adjusted baseline, medium-term deficits gradu-
ally decline as a share of GDP—projected deficits fall from 8.7 percent of
GDP in 2011 to 4.7 percent of GDP in 2022, as Figure 3-4 indicates. This
adjusted baseline represents a medium-term scenario in which current poli-
cies continue throughout the decade. The scenario includes the continued
indexation of AMT parameters, extension of the 2001 and 2003 tax cuts, and
extension of the estate tax parameters at their current levels, as well as a con-
tinuation of current levels of spending for Overseas Contingency Operations
and physician pay rates under Medicare.

This improved fiscal outlook is due in large part to a recovering econ-
omy and the fiscal steps the Administration has already taken, including the
Affordable Care Act and the Budget Control Act. Nonetheless, this adjusted
baseline remains problematic and represents a fundamental imbalance
between government spending and revenues. The President’s plan to rebal-
ance revenue streams and spending priorities is detailed later in the chapter.

Figure 3-4
Projected Medium-Term Budget Deficits, 2011-2022
Percent of GDP
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Note: See text for policies incorporated in OMB's adjusted baseline.
Source: Office of Management and Budget (2012a).
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Economics Application Box 3-1:
Measuring Progressivity in the Tax Code

Tax changes are typically evaluated based on several key criteria,
including efficiency, simplicity, ease of compliance and administration,
impact on economic activity, and progressivity. Progressivity is the mea-
sure of how a particular policy affects households with differing levels
of income or resources. Fairness is the essence of progressivity; many
taxes—particularly income taxes—are designed to ensure a lighter tax
burden for households with less income and lower ability to pay.

Economists typically define a progressive tax as one that has aver-
age tax rates that increase with income; under a progressive tax code,
higher-income taxpayers devote a higher share of their income to taxes
than other taxpayers. A progressive tax change is one that lowers average
tax rates more for low- and middle-income households relative to others
or raises average tax rates more for high-income households relative to
others. For example, the recent 2 percentage point cut in the payroll tax
is considered progressive because it reduces average tax rates more for
low- and middle-income families compared to high-income families.

Other measures of progressivity, such as measures that refer
strictly to dollar changes in taxes paid or to the percentage change in
taxes paid, can be misleading. For example, a tax cut might reduce
taxes paid by low-income households from $100 to $50 (a change of
50 percent), and reduce taxes paid by high-income households from
$500,000 to $400,000 (a change of just 20 percent). Some might argue
that this change is progressive because it reduces taxes paid by low-
income households by proportionately more than it reduces taxes paid
by high-income households, but this measure is actually inconclusive
because it tells us nothing about the change in average tax rates. Along
these same lines, metrics that focus on the share of taxes paid are not
useful because they do not incorporate information on average tax rates
by income group.

The definition of income or well-being can also be important
when measuring progressivity. Some forms of compensation—such as
employer contributions to a retirement account or health insurance
premiums paid by an employer—may not be considered income for tax
purposes but might in principle be considered as income for measuring
taxpayer resources. Similarly, income transfers such as unemployment
compensation or Social Security benefits could be included in income
when measuring progressivity.

The extent to which the tax code equalizes income is expressed
graphically by the Lorenz curve in the box, which shows the cumulative
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distribution of income before and after taxes. The 45 degree line
represents a perfectly equal distribution of income; the closer the
Lorenz curve to that line of equality, the more equal the distribution of
income. A progressive tax code is one that shifts the income distribution
closer to the 45 degree line. In 2007, the tax code helped to improve the
progressivity of the income distribution, as illustrated by the graph, by
making after-tax income more equal than before-tax income. However,
even the after-tax Lorenz curve was well below the 45 degree line,
meaning that the distribution of after-tax income was highly skewed
towards the highest-income taxpayers.

Income Concentration, 2007
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Source: Congressional Budget Office (2011a).

The Vital Role of Economic Growth in Future Fiscal Outcomes

Budget discipline is nearly impossible to achieve in practice without
healthy economic growth. Budget outcomes are sensitive to weak economic
conditions. Deteriorating economic conditions resulting from the financial
crisis are one of the most important determinants of projected medium-term
deficits, accounting for $3.9 trillion in expected deficits between 2009 and
2019 (as shown earlier in Figure 3-1). OMB (2012b) projects that a 1 per-
centage point drop in GDP growth in 2012, not matched with a subsequent
boost in GDP in later years, would increase the deficit by $720 billion over 10
years. Similarly, CBO (2011b) projects that an ongoing 0.1 percentage point
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Data Watch 3-1: Data from the IRS Statistics of Income Division

The Statistics of Income (SOI) Division of the Treasury Depart-
ment’s Internal Revenue Service produces informative annual statistics.
The resulting information is an important input to the National Income
and Product Accounts and has been invaluable for the evaluation of
economic and tax policies, as well as for business decisions.

One advantage of SOI statistics is that they are available for a long
period of time: historical data series cover the period from 1916 to the
present. Of particular interest are tabulations of selected items by county
and ZIP Code, such as migration patterns. Extensive data also are
available on businesses, including corporations, partnerships, and sole
proprietorships. In response to increased globalization, for example,
SOI produces regular reports on both foreign-owned U.S. corporations
and U.S.-owned corporations operating in other counties.

More than 14,000 detailed tables and regular reports are available
to the public online through the Tax Stats pages located at www.irs.gov.
Periodic special reports have examined topics such as pensions, foreign
earned income, and noncash charitable contributions. Users may create
custom tables using a table wizard application. Importantly, SOI pains-
takingly safeguards the confidentiality and anonymity of the underlying
information it draws on. Statistics derived from the SOI provide a rich
source of information for policymakers, business people, researchers,
and public interest groups, among others.

decrease in real GDP growth compared to its baseline forecast will add $310
billion to the projected 2012-2021 deficit.

The link between economic growth and fiscal stability is, in fact,
central to the rationale for countercyclical measures like the Recovery Act
and the American Jobs Act. Although the countercyclical measures in these
bills may impose an initial fiscal cost,’ the cost can be considered a down
payment on future economic growth, which in turn can lead to a more stable
fiscal policy. Economic growth leads to a sound fiscal outlook.

Improvement in Long-Run Budget Projections

Although the need for long-run deficit reduction is evident, recent
Administration policies have already helped to partially close the long-run
fiscal imbalance. As noted, the Budget Control Act of 2011 reduced Federal
spending by $1 trillion over the next decade by making cuts to discretionary
spending, with an additional $1.2 trillion in deficit reduction scheduled to

* The President’s proposed American Jobs Act is deficit-neutral; all provisions are more than
fully paid for.
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come. The Administration regards this legislation as a down payment on
deficit reduction, and last fall proposed to Congress an additional $3 trillion
deficit-reduction package that would, by the middle of this decade, mean
that current spending is no longer adding to the debt, and that debt is falling
as a share of the economy.

Health care legislation passed in 2010 is a key factor to gains in long-
run deficit reduction. The Affordable Care Act addressed the Nation’s most
profound long-run budget challenge by limiting the growth in health care
costs in several ways. (Chapter 7 discusses Health Insurance Exchanges
as well as other provisions of the Affordable Care Act and existing health
programs.) The Act includes Medicare payment reforms that will restrain
spending growth by rewarding improvements in health care productivity.
It established the Center for Medicare and Medicaid Innovation, which will
fund and test new strategies for providing high-quality care more efficiently,
and the Independent Payment Advisory Board, which will recommend
policies to reduce the growth in Medicare spending, without limiting benefi-
ciaries’ access to care. The projections presented in this chapter assume that
the provisions of the Affordable Care Act are fully implemented, limiting
Medicare costs in the long run compared with previous law. The Medicare
Trustees estimate these gains to be substantial, slowing the average long-
range annual growth in Medicare spending per enrollee to just 0.2 percent-
age point a year above the growth in GDP per capita. This growth rate is sig-
nificantly smaller than previous Medicare Trustee projections—a reduction
that is largely attributable to the Affordable Care Act. These trends indicate
that in the absence of recent health care reform, long-run budget projections
would be substantially worse.

THE IMPORTANCE OF RESTORING
F1SCAL SUSTAINABILITY

Reducing the deficit while the economy continues to recover requires
a delicate balance. Looming fiscal shortfalls can seem a distant concern in the
face of high unemployment and sluggish economic growth. But as a result of
continued growth since 2009 and a gradual recovery from the financial crisis
of 2008, the Administration maintains its view that short-term economic
support and long-term fiscal responsibility can be complementary policies.
Although reducing the deficit is a difficult task, it is critical to the Nation’s
future. As the debt-to-GDP ratio has steadily risen, economists have become
increasingly concerned about the consequences of persistent deficits.

Not all types of deficit spending yield identical effects on the bud-
get. The net economic effect of budget deficits depends critically on the
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characteristics of the underlying spending. Public borrowing to finance
productive investment, including investment in infrastructure, technology,
and education, can yield positive fiscal returns in the future. A more pro-
ductive private sector will lead to higher profits and stronger wage growth,
which will ultimately prove to boost revenues and reduce spending in later
years. As such, government spending that makes the private sector more
productive is distinctly different from spending devoted to consumption in
the current period.

Prolonged fiscal shortfalls also tend to raise interest rates. Today’s
historically low interest rates may make that link between interest rates
and deficits seem tenuous, but in typical economic circumstances, budget
deficits drive interest rates higher by increasing the demand for saving. The
consensus view among economists is that a 1 percent increase in the deficit
relative to GDP leads to a 20- to 60- basis-point rise in interest rates (Gale
and Orszag 2003). Higher interest rates depress interest-sensitive consump-
tion (such as housing and durable goods) and diminish asset values and
household wealth.

Of perhaps greater concern is the potential for prolonged budget
deficits to impact domestic private investment via elevated interest rates.
All else equal, higher interest rates can divert savings away from productive
domestic investment towards government securities; higher interest rates
also encourage domestic and foreign savers to increase their net investment
in the United States. Thus, higher budget deficits can be financed by a com-
bination of reduced domestic private-sector investment, increased domestic
saving, and additional lending by foreign investors. Although there is no
consensus among economists on the relative share of each of these factors,
studies often assume that about 25 percent of the increase in the budget
deficit is met with increased private-sector saving (Elmendorf and Liebman
2000) and about 20 to 40 percent through increased foreign lending (Engen
and Hubbard 2005).

An active research agenda has considered how government debt
affects the economy. According to research by economists Carmen Reinhart
and Kenneth Rogoff (2010), “high debt/GDP levels (90 percent and above)
are associated with notably lower growth outcomes.” Several aspects of this
finding warrant mention. First, although slow growth and debt are cor-
related, high debt does not necessarily cause stagnant growth. In fact, some
have theorized that stagnant growth leads to higher levels of debt, rather
than the other way around (Irons and Bivens 2010). Second, some question
whether the 90 percent threshold is appropriate for the largest economy in
the world, especially given the ongoing appetite of foreign and domestic
investors for Treasury debt and the relative attractiveness of investment in
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the United States. Finally, some have argued that the key factor in measuring
the impact of debt on the economy is debt held by the public, rather than
total debt (including intragovernmental debt; see Data Watch 3-2 for further
explanation).

Although the precise impact of government debt on economic growth
is subject to debate, economists agree that confidence is paramount in the
relationship between government debt and financial markets. A long-term
commitment to sound fiscal policies will reassure investors that the govern-
ment can service its debt. More importantly, sound fiscal policy and a com-
mitment to living within our means and investing in the future will ensure
better access to capital by domestic investors, as well as higher standards of
living for future generations.

THE PRESIDENT’S BALANCED APPROACH
TO DEFICIT REDUCTION

The President’s proposed framework for deficit reduction, laid out
in the Fiscal Year 2013 Budget, represents a balanced approach along
several dimensions. Deficit-reduction measures are phased in gradually to
avoid disrupting the economic recovery. Ineffective spending programs
are eliminated, while tax expenditures on the Nation’s wealthiest taxpayers
are limited. Targeted investment initiatives, including those for education,
infrastructure, and personal saving, are paid for by eliminating ineffective
tax cuts to high-income taxpayers. Most importantly, the President’s Budget
charts a sustainable fiscal course, ensuring that the budget deficit will fall to
a sustainable level in the next 10 years and beyond. In sum, the President’s
Budget represents a critical first step toward a stable and prosperous eco-
nomic future and ensures that the American economy will remain competi-
tive and vibrant for decades.

The cornerstone of the President’s approach to deficit reduction—and
perhaps the way in which it differs most from plans offered by others—is
the balance it strikes between sustainable tax revenues and spending cuts. A
deficit-reduction framework based on spending cuts alone would preclude
the provision of basic protections provided to the Nation’s most vulnerable
citizens and investment in the Nation’s future. The balanced approach of the
President’s Budget preserves the basic functions of the Federal Government.
Medicare and Medicaid are strengthened, ensuring health care for the
nation’s elderly, low-income families, and individuals with disabilities.
Social Security continues to provide a reliable, steady stream of income
for retirees. The military continues to receive funding to serve American
interests at home and abroad. Veterans continue to receive the support they
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Data Watch 3-2: Measuring Government Debt across Countries

Differences in government accounting practices and in the types
of assets held by central governments complicate the comparison of
government debt across countries. These complications can lead to
confusion over the most appropriate measure of government debt and
the relative levels of debt for different countries.

One source of misunderstanding is the distinction between public
debt and total government debt. Public debt refers to government debt
held by private investors, including individuals, pension funds, mutual
funds, and corporations. Total government debt is the sum of public
debt and intragovernmental debt—government debt held in government
accounts, such as government securities held in the U.S. Social Security
and Medicare trust funds. Economists widely recognize public debt as
the more relevant measure since it is government borrowing from the
private sector that can be expected to interact with credit markets.

In most Organisation for Economic Co-operation and Develop-
ment (OECD) countries, there is little intragovernmental debt. In the
United States and Canada, however, budgetary conventions give rise to
large accumulations of such debt. At the end of December 2011, U.S.
debt totaled $15.2 trillion, of which $10.5 trillion was held by the public
and $4.8 trillion was intragovernmental debt. Intragovernmental debt is
similarly important in Canada. Including intragovernmental debt when
making international comparisons leads to an exaggerated impression
of government indebtedness in the United States and Canada relative to
other OECD nations.

A second source of confusion is the distinction between gross
debt and net debt. The OECD measures gross debt as total liabilities
outstanding, including securities issued on behalf of the government
(such as Treasury securities), currency, and liabilities to government
employee pension funds. Net debt is measured as gross debt minus
government-owned financial assets. The importance of this distinction
varies across countries. In Japan, for example, the difference is stark:
gross government debt equaled 220 percent of GDP in 2010, while net
government debt was just 117 percent of GDP.

A final source of misunderstanding concerns the particular govern-
ment sector being measured. The OECD presents measures of general
government debt, which encompasses debt at all levels of government,
including State and local governments in the United States, and central
government debt. Both of these measures carry economic significance,
but the distinction matters insofar as central governments generally are
not liable for debt incurred by other levels of government.
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deserve. Investments in education, infrastructure, and innovation continue
to be a priority. Many other deficit-reduction plans fall short in these areas.

While the President’s Budget makes and maintains critical invest-
ments in areas important to growth and competitiveness, it also institutes
broadly shared sacrifices to reduce the deficit. The Administration pro-
poses to achieve $1 trillion in discretionary spending savings over the next
10 years through the budgetary caps established by the Budget Control Act;
$30 billion in deficit reduction through cutting or consolidating ineffective,
duplicative, or outdated Federal programs; adopting a new defense strategy
that cuts defense spending by 9 percent relative to the Fiscal Year 2012
Budget; limiting funding for Overseas Contingency Operations to $450
billion through 2021; a $60 billion fee on large financial firms; adjustments
to the Medicare and Medicaid programs to make them more efficient and
cost-effective; and a reform of the Federal civilian workers’ retirement plan
that saves $21 billion over the next decade.

As the President’s deficit-reduction strategy cuts long-run deficits, it
also supports the economic recovery. The cornerstone of this support is the
American Jobs Act, one of the boldest pieces of pro-employment legislation
in decades. At the end of 2011, the President signed into law several key
parts of the American Jobs Act, including a short-term extension of both the
payroll tax cut and extended unemployment benefits that were set to expire
at the end of 2011. Extending the payroll tax cut into 2012 added an aver-
age of $40 to each paycheck of 160 million American workers. If continued
through 2012 as the President favors, extended unemployment benefits will
save 5 million job seekers from depleting their benefits and will create nearly
500,000 jobs through 2014 as workers spend their extra income. To bolster
labor market conditions and spur near-term economic growth, the President
proposes pushing ahead with elements of the American Jobs Act and with
additional job-creating measures. Among those proposals are an initial $50
billion investment in roads, rails, and runways through surface transporta-
tion reauthorization legislation; aid to states and localities to rehire teachers
and first responders; additional incentives for Americans to invest in energy-
saving home improvements through the Homestar Bill; incentives to private
industry to upgrade offices, stores, universities, hospitals, and commercial
buildings through the Better Buildings Initiative; a 10 percent income tax
credit to encourage small businesses to hire new employees and to increase
wages; the halting of an automatic increase in student loan interest to
ease the burden on students; funds to modernize at least 35,000 schools; a
renewed Build America Bonds program to help finance the modernization
and upgrading of America’s infrastructure; reauthorization of Clean Energy
Manufacturing Tax Credits to spur the creation of manufacturing jobs
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in the advanced energy technology sector; continuation of provisions to
allow businesses to write off the full amount of new investments next year;
and enactment of Project Rebuild, a series of policies aimed at connecting
unemployed workers in distressed communities with efforts to rehabilitate
residential and commercial properties.

The President’s deficit-reduction framework also calls for tax reform
that will simplify the tax code and lower rates, cut unfair and unnecessary tax
expenditures, increase growth and job creation in the United States, observe
the Buffett rule, and raise $1.5 trillion from the highest-income Americans
to be devoted to deficit reduction. To begin a national conversation about
tax reform, the President has offered a detailed set of measures to close spe-
cific tax loopholes, broaden the tax base, and allow the high-income tax cuts
of the past decade to expire. With this conversation, the President’s Budget
begins to reclaim the Nation’s fiscal future and restore fiscal responsibility
by making balanced and necessary policy decisions.
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CHAPTER 4

STABILIZING AND HEALING
THE HOUSING MARKET

he recession that began at the end of 2007 is inextricably linked with

the bursting of the housing bubble that had built up over the previous
decade. The ensuing shock to financial markets, and the more than $7 tril-
lion in lost housing wealth, prolonged and deepened the downturn and has
been a headwind for the economic recovery. Although the housing market
is showing signs of stabilization, the healing process is not complete in many
parts of the country.

The bursting of the bubble was a culmination of a multiyear process
of rapid growth in house prices fueled by excess capital flows into the United
States. These flows were converted into home mortgages by various financial
intermediaries using lax underwriting standards and channeled through the
financial system with an increasingly complex web of mortgage securitiza-
tions. These trends, in turn, created unmoored expectations of continuous
price growth that caused a spike in residential construction. The overheated
housing market ultimately proved to be unsustainable, and the return to
more realistic levels has been very painful for the economy. As this process
continues to unfold, responsible policies are needed to assist the market in
its transition to a new, sustainable equilibrium supported by a prudent and
robust financial framework. In this context, healing the housing market
requires laying the foundation for balanced and sustainable growth, while
repairing and improving the housing finance system that helped inflate the
housing bubble.

The effects of the drop in housing prices have been amplified by
the uniqueness of housing as a financial asset class. Indeed, housing is the
single most important asset for a majority of American households. Houses
generate a steady stream of consumption services for their owners, as well as
enabling them to send their children to local schools and use neighborhood
amenities ranging from parks to retail stores to hospitals. They also create
demand and jobs as homeowners furnish their homes and invest in their
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maintenance. By virtue of their tangibility, houses also serve as an important
form of collateral for other borrowing purposes, notably startup financing
for small businesses. Housing collateral attracts lender financing, making
housing the most levered asset in household portfolios and closely linking
the health of the housing market to that of the broader financial sector.
Consequently, declines in housing wealth can have a far greater effect on the
economy than equivalent losses in other financial assets, such as equities.

Setting the housing market back on track is a key step on the road to
recovery. Yet housing presents several particular challenges, many of which
derive from an array of institutional frictions in housing finance markets
that have been exposed by the enormous scale and scope of home price
declines and from very long lags in the adjustment in the stock of housing.
This chapter highlights some of these challenges. They include a poorly
functioning system for loss mitigation of nonperforming mortgages and
effective disposition of mortgaged properties; inadequate origination of
mortgage credit; and obstacles to refinancing, including the widespread phe-
nomenon of negative equity. These deficiencies form a mutually reinforcing
adverse feedback system in which negative equity raises the likelihood of
delinquencies that often result in a drawn-out foreclosure process, eventu-
ally concluding with distressed sales that exert further downward pressure
on home prices and thereby deepen the amount of negative equity. The large
overhang of unresolved properties in distress, along with mortgage debt in
excess of home value, further feeds this negative dynamic by depressing
price expectations of potential homebuyers and lenders. Left unchecked, this
dynamic creates a dangerous possibility for housing prices to overshoot and
fall below their fundamental values, posing a difficult hurdle for sustained
economic recovery.

Some have argued that the best course of action is to rely on the
market alone to work out the problems of struggling homeowners, nega-
tive equity, and foreclosed properties through liquidation. This approach
disregards the risk of overshooting the bottom, and it fails to recognize the
many complex incentive conflicts that exist between purely private parties,
such as homeowners, investors, and mortgage servicers. These conflicts and
the need to recognize and allocate housing losses to various economic actors,
present a serious collective action problem, the resolution of which by the
market has been sluggish, at best, over the past several years. Perhaps most
important, a laissez-faire approach also disregards the spillover effects of
large numbers of delinquencies and foreclosures on local housing markets,
the financial system, and the toll they exact on American families and the
economy in general.
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The alternative to sitting back and waiting for these enormous chal-
lenges to work themselves out slowly and painfully is for the Government to
engage in a series of coordinated, measured, and multifaceted policy actions.
This approach involves working in conjunction with market participants
and housing regulators to address the lingering effects of the bursting of
the housing bubble, as suggested, for instance, in a recent Federal Reserve
Board white paper (2012). This chapter describes a set of existing and pro-
posed policy initiatives that target many of the interlinked housing market
problems. Some of these policies are pursued through Government agen-
cies, such as the Federal Housing Administration (FHA), the Department
of Housing and Urban Development (HUD), and the Department of the
Treasury. Others are undertaken in conjunction with private investors, and
still others are carried out together with the government-sponsored enter-
prises (GSEs), Fannie Mae and Freddie Mac, under the supervision of their
regulator, the Federal Housing Finance Agency (FHFA).

THE HOUSING CRISIS AND THE
INITIAL POLICY RESPONSES

After growing at a rapid pace through the early years of the new cen-
tury, home price appreciation ground to a halt in the summer of 2006. This
change in the path of housing prices triggered an initial wave of subprime
mortgage defaults, and the resulting losses quickly propagated through the
global financial system, bringing it to the brink of collapse and ushering in
a deep recession. By the beginning of 2009, nationwide measures of home
prices had declined for 30 straight months, falling by a total of nearly 28
percent. This drop in the national average masks significant regional varia-
tion. In some states, like Florida and Nevada, where prices had gone up the
fastest, housing prices plummeted by 35 to 50 percent from their peak. Price
drops in some other states were much milder.

Overall, as shown in Figure 4-1, the decline in inflation-adjusted
home prices was unprecedented in the post-World War I U.S. economic
experience in both its severity and its geographic scope. Some of the
regional housing recessions—notably in California and New England in the
early 1990s—generated sharp and long-lasting price declines, but neither
was as steep and prolonged as the current episode. And during the Great
Depression, the only other instance of nationwide price declines since WWI,
much of the comparably-sized decline in nominal home prices was offset by
a concurrent drop in general price levels, so the decline in real housing val-
ues was only about one-quarter as large as the one we recently experienced.
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Figure 4-1
Housing Busts in U.S. History
Real price level compared to peak
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Shiller (2005).

The unprecedented and ultimately unsustainable nature of housing
market trends before 2007 is further highlighted in Figure 4-2. The dashed
line depicts annualized growth in real levels of mortgage debt per home-
owner household between 1991 and the third quarter of 2011. Mortgage
debt balances grew at a rapid pace from 2001 to 2007, one that far exceeded
growth in real income during this period. There were many factors behind
the escalating household debt. In part, it reflected rising home prices and
growing household leverage driven by extraction of home equity and shrink-
ing down payment requirements. As households continued to accumulate
mortgage debt in the expectation of ongoing housing appreciation, housing
was becoming less and less affordable, as evidenced by the price-to-rent ratio
series (the sold line) in the same figure. After remaining in a narrow range
between 100 and 120 percent for nearly two decades, the price-to-rent ratio
accelerated rapidly to peak at 186 percent in the first quarter of 2006.

Once the bubble burst, falling prices and poor economic conditions
resulted in steep increases in delinquencies and foreclosures across a broad
spectrum of American homeowners. By the first quarter of 2009, non-
performance rates among prime borrowers rose nearly threefold relative to
their level in the first quarter of 2005 (from 2.2 to 6.1 percent), while those
for subprime loans spiked to nearly 25 percent, from 10.6 percent four
years earlier. About 1.7 million homes were at some stage of the foreclosure
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Figure 4-2
Price-to-Rent Ratio and Mortgage Debt
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process, and nearly 7 percent of total mortgage debt was seriously delin-
quent (more than 90 days past due). Market participants were deeply pes-
simistic about the future path for housing prices—the Case-Shiller index
futures contracts traded in January of 2009 suggested that house prices were
expected to fall an additional 10 percent by September 2010 (the dashed line
in Figure 4-3). Other housing futures contracts traded in over-the-counter
markets (not shown) were even more downbeat.

Initial Policy Responses to the Crisis

The broad meltdown in the financial sector called for a series of emer-
gency responses by the Executive Branch, the Legislative Branch, and the
Federal Reserve. The Federal Reserve undertook a series of aggressive mon-
etary policy actions and launched a number of programs to support liquidity
and lending activity in key financial markets. Congress passed the Housing
and Economic Recovery Act (HERA) in July of 2008, which established the
Federal Housing Finance Agency, the new regulator of the GSEs with greatly
expanded powers. The HERA was followed by the Emergency Economic
Stabilization Act in October of 2008, which established the Troubled Asset
Relief Program.

In one of its first major policy actions, the Obama Administration
implemented the Financial Stability Plan in February 2009. A key part of
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Figure 4-3
S&P/Case-Shiller: January 2009 Expectations of Future House Prices and
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the plan focused on maintaining the flow of housing credit and helping
responsible homeowners stay in their homes through the Making Home
Affordable (MHA) program. In particular, the Treasury Department made
an increased funding commitment to Fannie Mae and Freddie Mac, which
had been placed in conservatorship six months earlier. The Federal Reserve,
which had previously announced a program to purchase up to $600 billion
of GSE debt and mortgage-backed securities, expanded the planned size of
the program to $1.75 trillion in March 2009. These actions have resulted in
economically meaningful and long-lasting reductions in mortgage interest
rates (Gagnon et al. 2010) and credit availability (Fuster and Willen 2010).
To help responsible households take advantage of these lower rates,
the MHA included the Home Affordable Refinance Program (HARP), which
was intended to enhance refinancing opportunities for borrowers who had
insufficient equity in their homes. While HARP helped homeowners to hold
onto their homes through more sustainable mortgages, other components
of the MHA focused on restructuring mortgages of borrowers struggling to
stay current on their loans. In particular, the Home Affordable Modification
Program (HAMP) provided a streamlined approach to modification of
delinquent loans and offered monetary incentives and procedural safe har-
bors to industry participants. To help communities manage the destruction
caused when the housing market collapsed, the American Recovery and
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Reinvestment Act of 2009 (the Recovery Act) provided additional support
to the housing market by extending HUD’s Neighborhood Stabilization
Program, which began under HERA. This program allocated funds to state
and local governments and nonprofit organizations to mitigate foreclosures
and to pursue innovative local approaches to deal with the economic effects
of abandoned properties. The Recovery Act extended the first-time home-
buyer credit established under HERA and increased it to $8,000. This pro-
gram was extended further by the Workers, Homeownership, and Business
Assistance Act of 2009.

To date, these initial responses to the housing crisis have assisted
several million households. The most recent housing scorecard released by
the Department of the Treasury and HUD indicated that, as of December
2011, more than 930,000 homeowners had received permanent modifica-
tions under HAMP, putting the program on pace to reach the 1 million
threshold early in 2012. Of equal importance, HAMP provided a template
for major servicers to follow in conducting their own modifications outside
of the program. To date, servicers have undertaken nearly 2.7 million so-
called “proprietary” modifications, many of which would not have occurred
without the standards established by HAMP. The scorecard also highlights
998,000 loans refinanced though HARP, as well as nearly 1.2 million bor-
rowers helped through various FHA loss mitigation interventions. These
programs have faced challenges from a number of structural problems in
housing markets. These problems include incentive conflicts that arose
when loan servicing was separated from loan ownership in mortgage secu-
ritizations, as well as uncertainty about legal liability in loan origination and
loss mitigation practices. These problems have been greatly exacerbated by
erosion in collateral values, which have increasingly fallen below the value of
associated loans and put more than one in five mortgage borrowers “under
water.” These dramatic declines in collateral necessitate eventual recognition
of economic losses and allocation of such losses to various economic actors.
As policymakers have increasingly focused on addressing these deficiencies,
each of these original MHA programs has undergone substantial modifica-
tion, described more fully in the following sections.

Negative Equity: An Unprecedented and Pervasive Problem

As noted, widespread declines in housing prices resulted in more than
a $7 trillion fall in aggregate housing wealth. These losses were borne to at
least some extent by most homeowners. For some homeowners, however,
falling prices not only wiped out their housing wealth in its entirety but also
pushed the value of their homes below the value of outstanding mortgages.
The resulting “negative” equity, which is estimated to total $700 billion, has
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become one of the legacy hallmarks of the housing price bubble. This nega-
tive equity resulted from large home price declines combined with a number
of other factors. According to recent estimates, as many as 10.7 million (or
22 percent of) borrowers are under water. The aggregate negative equity is
unequally distributed across the nation. Six states with the highest incidence
of negative equity—Arizona, California, Florida, Georgia, Michigan, and
Nevada—account for more than half of all underwater borrowers and of the
aggregate amount of negative equity (Figure 4-4). All of these states have
experienced steep declines in house prices.

Negative equity has been associated with a number of problems over
and above those caused by the more widespread loss in housing wealth.
Underwater borrowers find it difficult, if not impossible, to take advan-
tage of record low interest rates through refinancing, because lenders and
investors are unwilling to take on uncollateralized credit risk. The inability
to refinance prevents households from lowering their monthly mortgage
payments. It also undermines the effectiveness of monetary policy that aims
to lower borrowing costs to businesses and households and thus encour-
age greater economic activity. (For more on the decision to refinance, see
Economics Application Box 4-1).

Underwater households have weakened incentives to invest in their
property, since the expected gains from their investment are likely going to
be absorbed by the lender. As a result, underwater households underinvest

Figure 4-4
The Distribution of Underwater Mortgages By State, 2011
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in home improvements and maintenance, which leads to the overall decline
in the quality of the nation’s housing stock (Melzer 2010).

Negative equity has also been associated with heightened realized
default rates. Several recent academic and industry studies have found that
the higher their negative equity, the more likely households are to become
delinquent (Bajari, Chu, and Park 2010; Elul et al. 2010). Recent work by
Federal Reserve Board economists (Bhutta, Dokko, and Shan 2010) shows
that a household’s equity position amplifies the effect of unemployment
shocks on default and that this interaction grows in strength with the degree
of negative equity. (For more on data challenges in evaluating the financial
situation of homeowners, see Data Watch 4-1). Household delinquency and
the ensuing foreclosures are very costly, as they disrupt the social fabric of
neighborhoods and cause lenders to engage in an expensive and drawn-out
process of liquidation. Moreover, foreclosures not only lower the value of
the foreclosed property itself; they also have a sizable spillover effect on
valuations of neighboring homes. According f to a recent academic study
(Campbell, Giglio, and Pathak 2011), each foreclosure within a 0.1 mile
radius of a given house lowers its predicted sale price by 7.2 percent.

Negative equity also poses a roadblock for efficient reallocation of
housing resources. Families naturally buy and sell houses over their life
cycle and in response to shocks such as illness or divorce. The necessity to
write a sizable check to the lender upon sale makes it effectively impossible
for liquidity-constrained households to trade their houses without credit-
impairing actions such as delinquency; deed-in-lieu, in which a borrower
returns the property to the lender; or short sale, in which a house is sold for
less than the balance of debts secured by the property. Negative equity also
has the potential to limit underwater borrowers’ ability to pursue employ-
ment opportunities in other geographic areas. The empirical evidence to
date, however, has largely suggested that the adverse effect of negative equity
on labor mobility—the so-called “house lock effect”—is fairly limited.

MACROECONOMIC EFFECTS OF
HouUSING MARKET WEAKNESS

The housing sector plays an important role in determining the health
of the broader economy. Two aspects of this relationship are particularly
important—the effect of housing wealth on household consumption and
the direct contribution of residential construction to gross domestic product
(GDP).
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Economics Application Box 4-1: Making a
Decision about Refinancing a Mortgage

Mortgage rates in the United States reached historic lows in 2011,
presenting an opportunity for many homeowners to save money by
refinancing their fixed-rate mortgages. However, refinancing typically
involves a number of costs that push the effective interest rate above the
rates reported in news media. These costs include those associated with
obtaining a new loan, such as title insurance and various administrative
fees; risk-management charges related to loan origination (for example
“points”); underwriting charges for appraisal of the house; and the more
mundane costs of gathering documentation.

How does a homeowner decide whether it is worth paying the
additional costs to reap the benefit of the lower rate? The first step in
evaluating refinancing is to get a clear and comprehensive summary of
costs associated with a new loan; these should be provided by your loan
officer or mortgage broker on a HUD-1 form. While many of these costs
can be rolled into the loan, some have to be paid in cash up front.

The second step is to lay out the stream of all payments required
under the original loan and the new loan used for refinancing. Although
this process may seem involved, it will allow you to take into account
refinancing costs as well as the fact that you will be making payments on
a refinanced mortgage over a longer period than you will have remain-
ing on the existing mortgage.

Third, those payment streams need to be converted into one
number—the amount of spending today that this stream of payments is
worth. This is known as the net present value or NPV. The net present
value discounts costs paid in the future to reflect the time value of money
and the uncertainty associated with future returns. In the simplest pos-
sible form, it is better to have a dollar today than a dollar tomorrow,
as this dollar can be invested and grow in value by the time tomorrow
arrives. Hence, all future payments are discounted relative to today’s
outlays. The choice of the discount rate merits a separate discussion that
is beyond the scope of this example. However, some common choices
include discounting at the risk-free rate (commonly approximated by
the 10-year Treasury rate) or the expected rate of return for the stock
market (approximated, say, by the long-term average return on the S&P
500 index). The NPV calculation can be carried out with a spreadsheet
program such as Microsoft Excel or on a number of websites. Once NPV
values are computed for both payment streams, the one with the lower
value is the better choice.
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The computation and comparison of net present values is the
main idea behind a broad range of online calculators designed to
answer the question of whether refinancing makes sense. An example
can be found on Jack Guttentag’s Mortgage Professor’s Website at
http://www.mtgprofessor.com/calculators/Calculator3a.html. Some
mortgage brokers are fond of making use of simple rules of thumb as
a shortcut for using the NPV approach. For example, they may suggest
that “the new mortgage rate has to be 1 percentage point lower to justify
refinancing with typical closing costs.” Recent estimates of such rule-of-
thumb threshold differences in interest rates have varied between 1 and
1.5 percentage points.

One often overlooked cost of refinancing has not yet been men-
tioned. By refinancing today, one generally forgoes the opportunity to
refinance in the future if interest rates were to drop a bit further. Suppose
you determine that refinancing a 5.75 percent loan into a 4.5 percent
loan is advantageous from an NPV standpoint. Then refinancing the
original loan into a 4.25 percent loan would be even more beneficial, but
refinancing from a 4.5 percent loan would not. This difference between
payments at 4.5 percent and 4.25 percent is essentially the value of the
forgone option to delay refinancing. The value of preserving this option
has fluctuated over time, because it clearly depends on the volatility of
interest rates, the economic outlook, and the ability to maintain access
to credit markets-a nontrivial concern for today’s borrowers.

In recent work, Sumit Agarwal, John Driscoll and David Laibson
(2007) calculated the optimal interest rate differential at which to refi-
nance that explicitly takes into account the aforementioned option value
(these calculations can be found at http://zwicke.nber.org/refinance/).
Take, for example, a family that plans to stay in their house for 10 years,
has a $250,000 mortgage at 6 percent interest rate and has a marginal tax
rate of 28 percent. For this family, assuming an upfront fee of 1 percent-
age point of mortgage value (1 point) and cash closing costs of $2,000,
refinancing is optimal if the interest rate on the new mortgage is 4.6
percent or less. Unlike the simple rule of thumb, this calculation takes
into account family expectations of the future inflation rate, interest rate
volatility, and how long they plan to stay in the house—the option value
determinants—which affect the ultimate recommendation.
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Consumption Effects

The standard approach in economics has been to assume that house-
holds consume about the same fraction of the increase in their wealth each
year, regardless of its source. Numerous econometric studies have come up
with a range of estimates that relate changes in household consumption to
changes in wealth (Poterba 2000). Although there is no single agreed-upon
value, the consensus range is fairly narrow—the fraction of each additional
dollar in wealth consumed in a given year (what economists call the mar-
ginal propensity to consume out of wealth, or MPC) is estimated to be
roughly between three and five cents. Applying the lower of these estimates
to the $7.25 trillion in housing wealth losses to date implies consumption
losses of $218 billion a year, or 1.5 percent of GDP. Under standard Okun’s
law assumptions, this GDP impact, in turn, translates into a 0.75 percentage
point increase in the unemployment rate. The severity of losses experienced
during the recession that began in December of 2007 in both national output
and in labor markets makes these estimates appear too small.

One of the possible explanations for this puzzle may be that declines
in housing wealth have a more profound effect on consumption than
equivalent declines in other forms of wealth. Case, Quigley, and Shiller
(2005, 2011) find strong empirical evidence in support of this hypothesis by
exploiting substantial variation across states in house price paths and hold-
ings of equity assets. In particular, they relate quarterly growth rates in house
prices and equity holdings to quarterly growth rates in state-level retail
sales and find that the consumption response is more sensitive to changes
in housing wealth than to changes in stock market wealth. It is noteworthy
that both the level of the response and the difference between sensitivities to
financial and housing wealth shocks increase substantially once the recent
experience is incorporated in the data (the 2011 study includes data from
2000 through 2010.)

Why would households respond more to housing wealth shocks?
Part of the likely answer has to do with the very different distributions of
ownership of various financial asset classes. Most financial assets other than
liquidity-restricted retirement plans are heavily concentrated at the top of
the wealth distribution. In contrast, holdings of housing assets are much
more uniformly spread across different wealth, income, and demographic
strata. At the peak of the housing market in the third quarter of 2006,
home ownership stood near a record high at 69 percent. Although home
ownership rates among African American and Hispanic households were
noticeably lower (49 percent and 50 percent, respectively), they vastly exceed
ownership rates of all other financial assets other than bank accounts for
these two groups. Perhaps more important, housing assets make up a much
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Data Watch 4-1: Need for a Comprehensive Source
of Data on Mortgage Debt and Performance

There are currently four basic sources of loan-level data on mort-
gage debt: the Home Mortgage Disclosure Act (HMDA) database, data
reported by mortgage servicers, credit bureau data, and public records
data. Each of these sources provides insight about mortgage holdings,
but the existing system is inadequate for measuring the extent and own-
ership of financial obligations backed by residential real estate.

The HMDA database contains data required to be publicly
reported for all mortgages. It is useful for measuring long-term
trends in mortgage application volumes and originations, but contains
little information on loan terms or performance following origination.
Further, HMDA data are released only annually with a significant lag.
In contrast, proprietary data sets from loan servicers, such as Lender
Processing Services (LPS) and CoreLogic, have useful information on
loan characteristics and performance but underrepresent certain loan
and investor types. They also have little detail on borrower income or
credit scores following origination and lack information on other debt
obligations, including those collateralized by the same real estate.

The credit bureau data track borrower credit scores and perfor-
mance on multiple debt obligations over time, but tell us little about loan
terms and mortgage contract type and nothing about the employment
status and current income of homeowners. Public records contain legal
notices of property-related transactions, such as mortgage origination
and foreclosure, but they contain little information beyond the reason for
creating the record, loan amount, and an associated property identifier.

Linking these data sources to produce a more comprehensive
database is a challenging undertaking, but a pilot version developed by
a team of researchers at Freddie Mac and the Federal Reserve Board
has laid a strong foundation for this effort. A combined database could
make available critical statistics on the health of the housing market. For
example, it could establish a link between first- and second-lien mort-
gages on the same property, providing key information on the overall
extent of borrowers’ leverage in different housing markets. This, in turn,
would enable better risk management by first-lien lenders and private
investors, as well as better design and implementation of government
and private-sector loss mitigation programs. In addition, by utilizing
statistical sampling techniques, such a database could correct for known
biases across different data sources. Reliance on sampling also could
reduce operational burden, allowing for more timely reporting.
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larger fraction of wealth among lower income households. Whereas housing
accounted for nearly two-thirds of the overall assets of households in the
bottom half of the wealth distribution in 2007, it constituted only 25 percent
of assets for those in the top decile, and only 10 percent for those in the top
percentile. Shocks to housing wealth not only affect more households than
other wealth shocks; they also apply disproportionately to those at the lower
end of the wealth distribution.

A Pew Research Center report issued in July 2011 provides a stark
illustration of these trends, concentrating on the disparate effects of the burst
housing bubble on the wealth of minority and white households. Because
home equity accounts for a much greater share of household wealth among
minorities—59 percent for African Americans and 65 percent for Hispanics
in 2005, compared with 44 percent for whites—minority households expe-
rienced much greater losses from the housing downturn. These losses were
further compounded by the uneven geographic distribution of house price
declines. As underscored by the Pew report, more than 40 percent of the
nation’s Hispanic households resided in the five states with the steepest price
drops—Arizona, California, Florida, Michigan and Nevada—while only
about one in five of all white and African American households resided in
those states. For Hispanics in those five states, declining home prices have
nearly wiped out household net worth, with median values collapsing from
about $51,000 in 2005 to just $6,000 in 2009.

These trends matter to consumption because empirical research has
pointed out systematic differences in marginal propensities to consume
across income groups. For example, studies that analyzed the consumption
effects of the 2001 and 2008 tax rebates using actual household expenditure
data found that low-income households and those with low liquid wealth
spent considerably higher fractions of these rebates. These effects were iden-
tified in credit card data (Agarwal, Liu, and Souleles 2007), the multiple-cat-
egory Consumer Expenditure Survey (Johnson, Parker, and Souleles 2006),
and automobile purchases (Parker et al. 2011). The fact that housing wealth
losses were concentrated among the subset of households most responsive to
such shocks may account in part for the magnitude of the observed declines
in consumption. Indeed, a recent study by Mian, Rao, and Sufi (2011) shows
that households with low levels of nonhousing financial assets experienced
much greater declines in consumption for a given decline in home prices.

A growing economics literature highlights the importance of house-
hold debt balances in influencing the severity of economic slumps. Most
of the growth in household debt between 2002 and 2006 can be traced to
mortgage-related borrowing, which increased by nearly $5 trillion (or 94
percent of the total increase) over this period. As housing values collapsed,
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many households found their balance sheets tilting heavily toward debt.
Household efforts to bring their balance sheets closer to equilibrium lever-
age can potentially proceed along several avenues. Households can default
on their debt obligations. They can accelerate repayment of their debts. Or
they can repair their asset base through more aggressive saving. Collectively,
these approaches are often referred to as deleveraging.

A series of empirical papers attempts to quantify the effect of such
deleveraging on consumption (Mian and Sufi 2010; Mian, Rao, and Sufi
2011). These papers broadly suggest that the levered nature of household
housing assets amplified the effect of pure wealth losses from the crash in
housing prices. The studies compared the consumption response in counties
with different pre-recession levels of household debt and found that coun-
ties with the highest debt levels experienced much larger and longer-lasting
drops in consumption than counties with low debt levels. This finding held
true for consumer durables, such as automobiles, appliances, and furniture,
as well as for consumption of groceries. These counties also exhibit patterns
consistent with deleveraging, as increases in the numbers of defaults, and
debt paybacks by non-defaulters are much higher in high-debt counties
than in low-debt ones. These trends in consumption in turn affect local
employment, particularly in sectors that produce locally consumed goods
and services, such as restaurants and retail establishments (Mian and Sufi
2011). Figure 4-5 illustrates the divergence in employment trends in such
nontradable industry sectors for high- and low-debt counties. In contrast,
the traded goods sectors (not shown) display no such divergence, suggesting
that the run-up in debt and bursting of the housing bubble have caused the
contraction in aggregate demand.

Aside from the consumption effects of debt reduction or increases
in savings needed to deleverage, households with impaired balance sheets
may also have difficulty obtaining credit, which would further affect their
consumption (Hall 2010). Before the crisis, the ability to use home equity as
loan collateral served as an important source of financing for household pur-
chases of goods and services. For example, Doms, Dunn, and Vine (2008)
find that the increasing ease of tapping home equity credit in the early 2000s
allowed homeowners to use their housing wealth to finance various forms of
consumption. Another example of the pernicious effects of over-leveraging
on access to credit, discussed earlier, is the inability of homeowners with
low or negative equity stakes to refinance into low-interest mortgages.
Moreover, reductions in the collateral value of houses have a negative effect
on the economic recovery by restricting one of the primary channels for
financing startup businesses.
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Figure 4-5
Employment Growth: Nontradable Industries
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Residential Construction and Home Ownership Patterns

As discussed in Chapter 2, residential construction in 2011 remained
at very subdued, albeit stable, levels. Starts of new housing units averaged a
little over 600,000, roughly in line with the levels observed in 2009 and 2010.
Housing starts of both single- and multi-family structures remain far below
their peak 2006 levels of 2 million units, weighed down by the cyclical weak-
ness in demand, the slow pace of household formation, high inventories of
vacant properties for sale, and tight financing conditions for homebuilders.

In addition to cyclical headwinds, residential construction has been
impeded by the need to reallocate the nation’s housing stock from owner-
occupied to rental units, as a growing number of households exited the ranks
of homeowners through foreclosures. Recent research by Federal Reserve
economists analyzes the moving decisions of homeowners who went
through foreclosure between 1999 and 2010 (Molloy and Shan 2011). This
study finds that post-foreclosure households do not tend to move in with
others to defray their living expenses. Rather, the overwhelming majority of
them (76 percent) end up renting single-family housing units.

This evidence suggests that many of the newly foreclosed households
will continue to exhibit strong preference for single-family structures.
However, the conversion of an owner-occupied house to a rental property
takes a certain amount of time, especially if the home is repossessed at the
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conclusion of the foreclosure process. Repossessed homes need to be sold,
often rehabilitated, and then marketed to potential renters. This process is
made all the more difficult by tight credit conditions for financing invest-
ment properties, evidenced by historically high shares of all-cash purchases
and by execution problems in amassing property portfolios necessary to
realize any economies of scale through multiple foreclosure auctions.

In the meantime, prices in rental markets have been trending upward,
pointing to the critical importance of efficient conversion of foreclosed
properties and providing some of the necessary impetus for this process. A
well-functioning mechanism for disposition and conversion of distressed
properties into rental units has the potential to ease the downward pres-
sure on owner-occupied house prices by removing a part of bank-owned
and shadow inventory of soon-to-be-foreclosed properties from the sales
market. (See the Data Watch 4-2 for discussion of challenges in measuring
home sales.)

Demand for rental housing is likely to grow at a healthy rate over
the next few years, creating an ongoing need to convert existing homes
to rental. First, household formation is poised to accelerate. As numerous
observers have pointed out, household formation slowed dramatically dur-
ing the 2007-09 recession and has only recently begun to grow. Data from
the Census Bureau show formation of fewer than 400,000 new households
in both 2009 and 2010, well below the 2002-07 annual average of 1.3 mil-
lion. The primary part of this trend is cyclical, deriving both from high
unemployment rates among the young and from a substantial drop-off in
immigration. A 2010 study done for the Mortgage Bankers Association
(Painter 2010) suggests that historically, as economic conditions improved,
individuals who delayed forming households during recession years were
more likely to turn to rental markets to fulfill their housing needs.

Second, credit conditions have tightened considerably in recent years.
Successful mortgage applicants have substantially higher average credit
scores and are required to put up larger down payments than was the case
in the era of rapidly rising house prices. For potential homebuyers who are
unable to put down 20 percent of the purchase price, loans through the
FHA and the U.S. Departments of Veterans Affairs (VA) and Agriculture
have become the primary and, in many cases, only avenues for mortgage
financing—providing a vital counter-cyclical buffer to sustain access to
credit through the crisis. Consequently, the agencies’ market share has risen
rapidly, with the FHA accounting for nearly 40 percent of all house purchase
loans in 2010. Among minority households, in particular, the FHA and
VA loans became the predominant form of financing for home purchase.
Between 2005 and 2010, the share of FHA/VA loans has skyrocketed from
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Data Watch 4-2: Need for a Comprehensive Source
of Data on Home Sales

On December 21, 2011, the National Association of Realtors
(NAR) announced substantial downward revisions going back to 2007
of previously reported data on sales of existing homes. The revisions
reduced the estimated home sale projection for 2011 from nearly 5
million units to 4.25 million units, and reduced the number of reported
home sales between 2007 and 2010 by nearly 3 million units. Although
the implied pace of change in recent home sales was largely unaffected,
lower sales levels caused a reevaluation of housing market conditions,
and, by causing realtor commissions to be revised downward, are
expected to lower the level of GDP.

To a certain extent, revisions to the NAR data are inevitable. The
NAR sales estimates are based on reports from a subset of regional
Multiple Listing Services (MLS). The data from the covered areas must
be weighted to represent the areas that are not covered and adjustments
must be made to this weighting over time. Further, the NAR cannot
directly measure sales transactions conducted outside of Multiple
Listing Services platforms. These “unlisted” transactions may include
houses sold by owners without realtor assistance, sales carried out
by builders, and some foreclosure sales. These sales channels vary in
importance over the housing cycle and across different geographies,
something that can be difficult to capture accurately on a current basis.

NAR revisions also reflect the fragmented nature of local MLS
systems and their evolution over time. Historically, many metropolitan
regions were represented by several MLS databases. The NAR obtained
actual sales data from a subset of these databases and adjusted the num-
bers to account for sales recorded in the remainder. MLS systems have
undergone considerable recent consolidation. As NAR adjustments
lagged consolidation of MLS systems, reported sales were being grossed
up by outdated factors and thus were systematically overstated.

Since all property sales are publicly documented by local deed
registration systems, it theoretically should be feasible to use these
records to estimate sales volumes across all jurisdictions and all chan-
nels, and with minimal time delay. The main hurdle to constructing a
comprehensive national data source for real estate transactions will be
to integrate data across disjointed and dissimilar county-level record-
ing systems. Such data, however, would represent a reliable and timely
source of information on sales activity—useful information for macro-
economic forecasters and an important gauge of health in the nation’s
housing markets.
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15 percent to 80 percent of all purchase mortgages originated to African-
American households and from 8 percent to 75 percent of all purchase
mortgages originated to Hispanic households. During the past three years, at
least 60 percent of all first-time home buyers financed their purchases with
FHA or VA loans. Young households surveyed by Fannie Mae repeatedly
cite an insufficiently strong “credit history” and “not having enough for a
down payment” as two of the biggest obstacles to homeownership.

Third, younger households that just experienced a historic decline
in housing prices may be less optimistic about homeownership. Recent
research (Malmendier and Nagel 2011) showed that households coming of
age during periods of sizable declines in the equity market stayed away from
equity ownership in the future. For such households, a longer lifetime per-
spective could not offset the dramatic price declines experienced early in life,
which thus tended to have a strong and long-lasting influence on subsequent
economic behavior. It is premature to say whether a similar “Depression
babies” effect is applicable to today’s young renters. The scant survey evi-
dence available on this question is mixed. On one hand, the Fannie Mae
surveys indicate that the majority of young households continue to regard
housing as a good financial investment and homeownership as a desirable
goal. On the other hand, a series of special supplements to the Michigan
Survey of Consumer Sentiment suggest that younger households hold more
pessimistic views of homeownership, although this result is limited to a
subset of responders with personal knowledge of someone who experienced
foreclosure or substantial home price declines (Bracha and Jamison 2011).

In sum, the weakness in the housing sector continues to weigh heavily
on macroeconomic performance. The enormity of losses in housing wealth
and the uneven distribution of those losses in the population, along with
the substantial weakening of household balance sheets burdened by debt
overhang, have an outsized effect on consumption. High unresolved inven-
tories of distressed properties, along with a concurrent need for large-scale
rebalancing of the housing stock, contribute to ongoing difficulties in the
residential construction sector.

These challenges are compounded by several structural problems in
housing markets that have been exposed by the crisis. Understanding and
addressing these institutional frictions represents a necessary step in formu-
lating appropriate policy actions.

STRUCTURAL PROBLEMS IN HOUSING MARKET

The shock to the housing market laid bare serious deficiencies in the
existing infrastructure for servicing delinquent mortgage loans, liquidating
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foreclosed properties, and adjudicating legal disputes between various par-
ties. These deficiencies have impaired the effectiveness of loss mitigation
efforts and may also be affecting borrowers’ ability to access mortgage credit.

Adjudicating Legal Disputes

Rapid growth in the volume and complexity of securitized mortgage
credit during the bubble years outpaced developments in case law adjudicat-
ing legal liability for representations and warranties associated with loan
underwriting. The resulting legal uncertainty has the potential to impede
origination of new mortgage credit if it unnecessarily adds to lender liability
vis-a-vis mortgage investors.

During the standard loan origination process an underwriter provides
legally binding representations and warranties (R&W) backing the veracity
of collected information. Representations and warranties encompass such
crucial elements of the loan application as borrower income, available assets,
and the appraised value of the house. Within a specified period of time
following securitization, an agent of the investors (the Trustee) conducts
a postsale audit of loan documentation. If the Trustee finds R&W viola-
tions on a particular loan, the originator is obligated to buy back that loan
from the securitized pool. A similar audit may be conducted in the event of
mortgage default, when the discovery of R&W violations on defaulted loans
would also result in the investor “putting back” the loan to the originator.
These put-back rights create a liability for originators that is designed to
serve an important quality control function: the originator must bear the
risk of loss on defaulted loans with R&W violations.

As the number of intermediaries between the underwriter and loan
investor grew, the transmission of this liability by each party along the chain
became less well understood, and quality control standards became more
difficult to enforce. For example, many financial institutions increasingly
relied on independent mortgage brokers to carry out customer prospect-
ing and loan underwriting, especially in urban and minority-dominated
neighborhoods that have been historically underserved by traditional lend-
ers. Because mortgage brokers did not have sufficient capital to originate
and hold a substantial number of loans, they quickly sold their mortgages
to a larger financial institution, which, in turn, would securitize the result-
ing loan portfolio in broader capital markets. In effect, mortgage brokers
functioned as independent contractors for banks that would eventually
securitize these loans. In a twist on a common description of mortgage
securitization, “originate-to-distribute,” this business model was labeled as
“outsource-to-originate-to-distribute.”
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In theory, established financial institutions that securitized loans
had ample incentives to exercise due diligence. They retained liability for
representations and warranties, and carried reputational risk, as well as the
risk that they might not be able to pass faulty loans back to the originat-
ing mortgage brokers. Yet, there is empirical evidence that at least some
banks actively securitized loans originated by mortgage brokers with little
or no documentation—the so-called “liar” loans that can be easily falsified
(Jiang, Nelson, and Vytlacil 2011). The lengthening of the chain of financial
intermediaries made the evaluation and assignment of liability for faulty
underwriting processes considerably more complicated.

The complexity of the claims, and the sheer number of lawsuits that
are being litigated on a loan-by-loan basis, suggest that court resolution will
take considerable time, which poses a challenge to stabilizing the housing
market and accelerating a recovery.

Incentive Conflicts

Before securitization became prevalent, the majority of mortgages
was funded directly by banks and other deposit-taking financial institutions.
These loans were held on lenders’ own balance sheets and were typically
serviced by them as well. Securitization of mortgage credit either through
GSEs or private label issuers allowed the expansion of funding to broader
capital markets. As a result, bank-funded (or portfolio) mortgages became
less prevalent, ceding ground to GSE and private-label securitizations (PLS).
By 2007, the share of aggregate residential mortgage debt held on portfolio
had fallen to 37 percent from 48 percent in 1992, while that held by the
PLS investors nearly quadrupled to 19 percent over the same time period.
Investors in mortgage-backed securities relied on third-party servicers to
collect monthly payments, transmit those payments to various investor
classes, and mitigate losses on nonperforming mortgages.

The separation of mortgage ownership and servicing gave rise to a
number of incentive conflicts between loan investors and their servicers,
which made problem mortgages more difficult to address. These relation-
ships are generally governed by “pooling and servicing agreements” (PSAs)
that specify permissible actions servicers may take in dealing with delinquent
loans. Although the overriding PSA principle is maximization of the value
of the loan pool, some litigation was necessary to clarify this principle. Even
now that the principle has been established, it can be interpreted in several
different ways, particularly for mortgage pools with multiple investor classes
or tranches. In particular, junior investors that are second in line (or lower)
to receive flows generated by mortgage pools have an incentive to legally
challenge modification actions that curtail overall cash flows. The resulting
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internecine “tranche warfare” discourages servicer actions. Indeed, some
observers have argued that servicers tailor their loss mitigation practices to
minimize the risk of litigation by their investors. Because loan modification
is an expensive and uncertain undertaking, servicers may have an incentive
to pursue foreclosures as the least legally contentious option. Indeed, recent
research found evidence of considerably lower likelihood of modifications
for privately securitized mortgages than for portfolio-held loans where no
conflicts of interest are present (Piskorski, Seru, and Vig 2010; Agarwal et
al. 2011).

Moreover, because servicer compensation is based on the unpaid
principal balance of performing loans, their incentives are skewed toward
modification practices that favor reductions in interest rates and adding
unpaid loan balances (or arrears) to the principal, even when that is not
the most effective approach to ensuring long-term performance of the loan.
These incentive conflicts, coupled with the absence of established legal prec-
edent, effectively limited early modification efforts on securitized mortgages
to three alternatives: adding arrears to principal and either lowering the
interest rate or freezing it on adjustable-rate mortgages (Agarwal et al. 2011).

The unveiling of the Home Affordable Modification Program in
early 2009 substantially changed the playing field for loan modifications.
By establishing a standardized approach to modifying mortgage contracts
that explicitly maximized the return to investors as a group, the program
reduced the exposure of servicers performing such modifications to investor
lawsuits. The HAMP standards have served as a catalyst for spurring rapid
growth in mortgage modification efforts across the industry. As servicers
built up their distressed loan infrastructure to accommodate HAMP, they
also switched their own modification focus to more aggressive methods that
emphasize loan affordability.

PoLicYy ACTIONS

Both the complexity of the existing challenges in the housing market
and the importance to the broader economy of resolving these challenges
call for a robust and multifaceted menu of policy actions. Over the past three
years, the Administration’s housing policy has continued to expand to fit the
circumstances, building on the experience of the early responses to the crisis.
The Administration is pursuing additional innovative approaches designed
to help households refinance their mortgages and maintain access to credit,
to avoid unnecessary and costly foreclosures, to stabilize housing prices, and
to help communities rebuild after experiencing a wave of foreclosures and
erosion in property values.
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Building on the Experience of Existing Programs

A number of program modifications are focused on counteracting
the corrosive effects of negative equity. These modifications also seek to
overcome a set of institutional hurdles that have thus far limited the effec-
tiveness of certain policy actions. In particular, the Administration worked
with the Federal Housing Finance Agency and private market participants to
improve HARP—the existing refinancing program for borrowers with insuf-
ficient or negative equity in their homes whose mortgages are guaranteed by
Fannie Mae or Freddie Mac. The revised program guidelines announced in
November 2011 expand the pool of eligible borrowers by removing limits
on loan-to-value ratios and extending the program deadline until December
2013. The program also lowers refinancing costs by reducing unnecessary
pricing overlays and negotiating favorable pricing on some of the major
closing cost items, such as title insurance. The revised HARP also addresses
some of the difficult institutional hurdles, such as coordination problems
with second-lien holders and mortgage insurers. The changes also lower
some of the representation and warranty requirements for existing loan
servicers, thereby encouraging greater lender participation. In a bid to fur-
ther increase use of HARP, the revised program allows servicers to solicit
some potentially eligible borrowers directly. Furthermore, major lenders
have committed to dedicate additional origination capacity and resources to
refinancing HARP borrowers.

Whereas changes in HARP were aimed at dulling the adverse effects
of negative equity on the ability of currently performing borrowers to
refinance their loans, other HAMP initiatives tackled the issues posed by
negative equity in modifying loans of delinquent borrowers. In particular,
the Principal Reduction Alternative (PRA), announced in October 2010,
augments the original HAMP focus on affordability with elimination of a
portion of the mortgage balance. The PRA builds on the insight that high
levels of negative equity contribute to mortgage default over and above the
effects of loan affordability. Consequently, modifications of delinquent loans
with high loan-to-value (LTV) ratios may be more effective if they include
a principal reduction component. The PRA requires servicers of non-GSE
loans to evaluate the benefit of principal reduction for loans that exceed the
appraised value of the house by 15 percent or more (that is, have LTV ratios
above 115 percent) in making their HAMP determinations. To encourage
servicers to use the PRA, HAMP provides monetary incentives for investors
to write down principal. At the same time, the PRA seeks to lessen the risk
of moral hazard by implementing principal write-down in three annual
installments and making it conditional on continuous performance of the
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modified mortgage. Under this earned principal reduction structure, a
borrower has a strong incentive to remain current, which enhances the net
present value of the PRA modifications to investors. To further encourage
investors to evaluate the use of principal reduction in modifying problem
loans, the Treasury has recently announced a tripling of the PRA monetary
incentives. The Treasury also offered to extend PRA incentives to Fannie
Mae- and Freddie Mac-insured loans.

The pace of PRA modifications has picked up appreciably in the past
few months, with more than one in four HAMP modifications receiving
principal reductions. According to the latest Treasury report, more than
36,000 permanent modifications that include principal reduction had been
implemented by the end of November 2011 (Department of the Treasury
2011). The median PRA loan had an LTV ratio of 158 percent before modi-
fication and a target ratio after modification of 115 percent. The median
amount of principal forgiveness for active permanent PRA modifications
was about $66,000. Because servicers are not required to offer principal
reduction and usually may do so only when permitted by the loan investor,
the growing use of the program suggests increasing acceptance of principal
reduction as an effective loss mitigation tool by private investors.

Similar acceptance is echoed in servicer actions on private, non-
HAMP, modifications. Several servicers have shifted their focus to principal
reduction for deeply underwater delinquent loans held in securitization
trusts. These reductions are typically earned over time to encourage bor-
rowers to maintain loan performance. Principal reductions are also often
coupled with a shared appreciation component that exchanges forgiven
principal for an equity stake in the property. If the market value of the house
in a future sale or refinancing exceeds its value at the time of principal reduc-
tion, the borrower shares a part of the appreciation with the lender. Much
like the earned principal reduction, shared appreciation effectively raises the
borrower’s costs of defaulting to qualify for principal forgiveness.

Another HAMP-related initiative recently announced by the
Department of the Treasury expands the reach of the program by broaden-
ing eligibility. One of the reasons many borrowers have not been able to take
advantage of the program is that eligibility was tied to first-lien mortgages.
Some borrowers with high medical debts, for example, but relatively average
mortgage burdens, did not previously qualify for the program. By expanding
eligibility, the changes aim to extend loan modifications to such borrowers
and lower the number of preventable foreclosures.

The Administration has also expanded housing assistance for unem-
ployed or underemployed homeowners. To help out-of-work homeown-
ers avoid foreclosure, these programs generally provide for a period of
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forbearance of all or part of the monthly mortgage payment. In July of 2011,
as the length of unemployment spells continued to exceed forbearance peri-
ods for many of the unemployed homeowners, the FHA and the Treasury
announced the extension of forbearance to 12 months. This change applies
to mortgage servicers that participate in the HAMP’s unemployment initia-
tive program (HAMP UP), as well as to the FHA Special Forbearance pro-
gram. Following the Administration’s lead, two major lenders and the GSEs
have recently announced their commitment to provide up to 12 months of
mortgage payment forbearance to unemployed borrowers.

Mortgage payment assistance for unemployed or underemployed
homeowners has become a prominent feature of state level programs devel-
oped under the Hardest Hit Fund (HHF). The President announced the
establishment of the Fund in February 2010 to provide targeted aid to fami-
lies in states that have been hit hard by the economic and housing market
downturn. HHF currently provides assistance to homeowners in 18 states
and the District of Columbia. The specific programs are designed by state
housing finance agencies and take into account local market conditions.
In addition to helping unemployed borrowers, HHF programs commonly
include efforts to fund innovative approaches to modification of delinquent
mortgages and to allow homeowners to transition into more affordable
places of residence.

Furthermore, in June of 2011 HUD launched the Emergency
Homeowners Loan Program (EHLP) which provided $1 billion in interest-
free loans to help keep borrowers in non-HHF states who are unemployed,
or who suffer from a severe medical condition, from losing their homes. The
EHLP is available to borrowers with a long track record of staying current
on their mortgages but who find their ability to continue doing so compro-
mised by job loss or illness. EHLP loans are secured by a junior lien note
on the homeowner’s principal residence, and the balance on these loans is
forgiven in 20 percent increments for each year the borrower remains cur-
rent on regular mortgage payments.

The Administration’s Project Rebuild, introduced as part of the
American Jobs Act in September 2011, is another example of building on
the experience of existing housing programs. While the revised HARP and
the HAMP PRA focus on negative equity, Project Rebuild addresses the
damaging effects of foreclosed or abandoned homes on neighborhood prop-
erty values, economic prospects, and social fabric. Project Rebuild seeks to
integrate and expand strategies proven successful under the Neighborhood
Stabilization Program to deal with vacant and foreclosed properties. In
particular, it explicitly allows federal funding to support for-profit devel-
opment subject to HUD oversight. It also extends rehabilitation efforts to
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commercial as well as residential properties. Project Rebuild further calls
for expanding support for land banks that work at the local level to acquire,
hold, and redevelop distressed properties. Federal funds granted under the
project would provide land banks with capital infusions that can be lever-
aged with private-sector investments to finance long-term redevelopment
strategies.

New Levers in Housing Policy

Refinancing. The Administration has called on Congress to pass leg-
islation that will enable more homeowners to refinance their mortgages at
today’s historically low interest rates. First, the HARP program is available
only to homeowners whose loans are owned or guaranteed by the GSEs.
This restriction has left some borrowers unable to refinance their loans only
because their mortgages were kept on the originating bank’s books or were
securitized in the private, as opposed to the GSE, market—events largely
outside of a borrower’s control. To remove this arbitrary distinction, the
Administration proposes that the FHA be authorized to offer streamlined
refinancing to non-GSE borrowers with standard mortgage contracts. To
limit risks to the taxpayers, the proposal emulates HARP in requiring eli-
gible borrowers to have remained current on their mortgages and to meet
certain underwriting standards. Another risk-management component of
the proposal includes capping the loan-to-value ratio of eligible loans.

Second, while enhancements to HARP announced in November of
2011 will increase the reach of the program, more can be done to reduce
the barriers to refinancing of GSE-backed loans. Such steps would include
harmonizing underwriting requirements for mortgages with LTV ratios
below and above 80 percent; further reducing loan fees because GSEs do
not acquire any new credit risk by refinancing these loans; fully aligning
the treatment of representations and warranties for refinancing with the
existing or new mortgage servicers; and removing remaining differences in
HARP requirements that still exist between Fannie Mae and Freddie Mac.
These changes are aimed at streamlining the operational requirements of
the HARP program and making it more accessible to a greater number of
borrowers. By leveling the playing field between existing and new servicers,
the proposed changes also seek to harness competitive forces to bring more
interest savings to borrowers.

Third, the Administration’s proposal helps address the problem of
negative equity by providing a pathway for responsible homeowners who
refinance their mortgages to rebuild their equity more quickly. Under this
option, home owners would refinance into a shorter-maturity (20-year, for
example) mortgage and commit to deploying the savings from refinancing
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to rebuilding equity in their homes. As an example, consider a borrower who
has a 6.5 percent mortgage originated in 2006 with an outstanding balance
of $200,000, whose house is worth $160,000 (a loan-to-value ratio of 125).
This borrower could lower the monthly payment by $166 by refinancing
into a 20-year mortgage at 3.75 percent. Should the borrower choose to keep
their mortgage payment at its original level and direct the $166 in savings
to principal reduction, the outstanding mortgage balance would decline to
$152,000 in five years. Under the proposal, underwater borrowers would
have the choice of pursuing this pathway to rebuild their home equity. To
assist borrowers who make this choice, the proposal directs the GSEs and the
FHA to cover the closing costs of their refinanced loans.

Servicing standards. The experience of the past few years showed
that the Nation is not well served by the patchwork of rules that govern the
mortgage servicing system. To improve accountability and align incentives
in the mortgage servicing industry, the Administration recently released a
unified framework of servicing standards—the Homeowner Bill of Rights—
that is designed to better serve borrowers, investors, and the overall housing
market. The Administration will work closely with the Consumer Financial
Protection Bureau (CFPB) and other independent regulators, Congress,
and other stakeholders to create a more robust and comprehensive set of
rules driven by a set of core principles outlined in the framework. These
principles include full disclosure of all fees provided in understandable
language upfront, with any changes disclosed before they go into effect. The
framework also requires servicers to implement standards and practices
that minimize conflicts of interest, such as those that exist between multiple
investor classes and those that arise when the servicer simultaneously owns
a secondary lien on the property. To make loss mitigation actions more
timely and effective, servicers are required to contact homeowners who
have demonstrated hardship or fallen delinquent, and provide them with
a comprehensive set of options to avoid foreclosure. Servicers must further
allow homeowners the right to appeal denials for mortgage modification to
an independent third party and provide homeowners who find themselves
in economic distress with access to a customer service employee with a
complete record of previous communications with that homeowner. To
minimize inappropriate foreclosure actions, servicers may schedule a fore-
closure sale only after they have certified in writing that all loss mitigation
alternatives have been considered. To ensure compliance, servicers must
maintain strong controls over servicing and loss mitigation operations and
subject these controls to periodic independent audits. The Homeowner Bill
of Rights is meant to provide an enforceable set of rules, not just guidance,
for the servicing industry.
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Conversion of Repossessed Properties into Rental Units. An orderly,
fair process for disposition of foreclosed properties remains a key objective
of housing policy. Given the ongoing reduction in rates of homeowner-
ship, many foreclosed properties will have to be converted to rental units,
a process that typically involves rehabilitation. The demand for this type
of housing stock will come mainly from private investors whose activity to
date has been hampered by execution problems in putting together property
portfolios through a series of small-scale acquisitions. Tight credit condi-
tions for financing investment properties have further limited the ability of
private investors to fill the gap in demand.

To counteract these problems, the FHFA, with the Departments of
Treasury and Housing and Urban Development, initiated a process to man-
age the sale of REO properties held by Fannie Mae, Freddie Mac and the
FHA. The goal of this effort is to allow private investors to bid on acquiring
pools of REO properties in exchange for a commitment to rehabilitate and
manage the properties as rental units. Bulk purchases will make it easier for
investors to achieve economies of scale as they implement their individual
business strategies. Qualified bidders must demonstrate evidence of prop-
erty management experience and adequate capital resources, as well as agree
to abide by property usage restrictions. For instance, antiflipping provisions
establish minimum time periods that an investor must hold the property
before seeking to sell it, and minimum reinvestment requirements impose
certain quality standards for rented properties.

In many ways, the REO-to-rental conversion program seeks to build
on the best practices established by successful policy interventions during
the crisis. The program focuses on leveraging the expertise and financial
resources of private investors, while preserving value for the taxpayers. It
looks to avoid rigid top-down solutions, allowing for customization at the
local level. And it makes use of the unique position of the GSEs and FHA as
owners of large nationwide inventories of distressed properties to provide
a large-scale, transparent, and predictable mechanism for converting these
properties to better suit local housing demands. Furthermore, the process is
intended to help the industry develop a viable framework for acquiring and
managing large-scale scattered-site rental portfolios. Similar to the HAMP
experience, this framework may well help establish industry standards.

CONCLUSION

Developments in the housing market played a central role in the finan-
cial crisis and the ensuing recession, and they continue to present a head-
wind for the economic recovery. Although housing markets are stabilizing
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in many regions, the healing process will inevitably take time. This is a
reflection of both the magnitude of the recent housing price collapse and
the many institutional obstacles on the path to a new equilibrium. Getting
to the end of this path will require unwinding accumulated inventories of
foreclosed homes, whether by finding new owners or by converting them
to rental units. It will require enabling more homeowners to refinance their
mortgages at today’s low interest rates. It will require resolving multiple
conflicts of interest in the modification of delinquent loans and providing
meaningful assistance to unemployed homeowners as they search for new
jobs that would allow them to remain in their homes. It will require restoring
access to credit for responsible borrowers and repairing household balance
sheets hard hit by erosion of home equity. And it will require working out
legal uncertainties and fixing up mortgage finance markets.

Instead of waiting for these processes to play themselves out slowly
and painfully, the Administration has embarked on a series of multifaceted
and fiscally responsible actions in partnership with private market partici-
pants and housing regulators to proactively repair the housing market and
ease the transition to a new and stable equilibrium. The new policy initia-
tives seek to enable refinancing, to unlock access to credit for responsible
underwater homeowners, to reallocate foreclosed properties to the rental
market, to prevent unnecessary foreclosures for borrowers struggling with
temporary loss of income, to implement sustainable modifications of delin-
quent loans, and to repair the frayed infrastructure of mortgage servicing
and mortgage finance.
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CHAPTETR 5

INTERNATIONAL TRADE
AND FINANCE

Over the past year, global economic growth has slowed, largely due to a
range of challenges in the advanced economies. These adverse shocks
are, for the most part, unrelated to policies or business decisions undertaken
within the borders of the United States. Nevertheless, in an integrated global
economy, the United States cannot fully escape their impact.

One could hardly begin with a starker example of an adverse shock
to the world economy than the massive earthquake that struck Japan’s
northeastern coast on March 11. This earthquake was the most powerful
to have hit Japan in recorded history, triggering tsunami waves that leveled
towns and claimed nearly 16,000 lives. Alongside the devastating human
toll, the disaster also had a major impact on the Japanese economy. The
International Monetary Fund (IMF) estimates that the Japanese economy
contracted by 0.9 percent in 2011. The economic impact also extended far
beyond Japan’s borders. For months afterward, supply chains around the
world, especially in the automotive industry, were disrupted by production
slowdowns and parts shortages.

While Japan’s severe economic slowdown in 2011 was driven by
a natural disaster, those elsewhere in the developed world were largely a
product of forces outside of nature. Slow growth has exacerbated sovereign
debt and deficit problems in Europe, and austerity measures put into place
in response have impeded near-term growth in a number of euro-area
countries. In January, the IMF reported that the euro area’s gross domestic
product (GDP) grew 1.6 percent in 2011, down from 1.9 percent in 2010,
and predicted that the euro area would contract by 0.5 percent in 2012.
Growth in the United Kingdom has also slowed significantly, in part reflect-
ing tight fiscal policies, and is estimated by the IMF to have been only 0.9
percent in 2011. With the European Union, Japan, and the United States
collectively accounting for almost 60 percent of global GDP, slower growth
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Figure 5-1
Real GDP Growth, 2000-2011
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in these economies was sufficient to lower growth at the global level in 2011,
as Figure 5-1 illustrates.

In the face of the broad-based slowdown in economic growth in the
developed economies, growth in emerging markets also decelerated.' Slower
growth in import demand in the large economies meant slower export
growth in emerging markets.” For example, growth in China is decelerating
because of a decline in export growth as well as a slowdown in domestic real
estate investment. Although the IMF predicts China is likely to grow more
than 8 percent in 2012, its sSlowdown contributes to the loss of momentum
in global growth.

! The growth slowdown in some emerging markets also reflected the impact of policy
tightening in some countries to prevent overheating. As the year progressed, concerns about
overheating tended to give way to concerns about the economic slowdown in the developed
countries.

? The emerging markets aggregate in Figure 5-1 includes Argentina, Brazil, Chile, China,
Colombia, Hong Kong, India, Indonesia, Israel, Malaysia, Mexico, Peru, Russia, Singapore,
South Africa, South Korea, Taiwan, Thailand, Turkey, Ukraine, and Venezuela. Seventeen
member states of the European Union (the EU-27) use the euro. They are Austria, Belgium,
Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta,
Netherlands, Portugal, the Slovak Republic, Slovenia, and Spain.
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Viewed in the context of these external challenges, the growth of U.S.
exports over the past year has been a particular bright spot. Despite a slow-
ing global economy, America’s exports of goods and services have surpassed
their pre-crisis peaks and have been growing more than fast enough to meet
the President’s goal of doubling the 2009 export level by the end of 2014.
Many factors are contributing to this fast pace of growth, including contin-
ued productivity growth in manufacturing, a shift in unit labor costs that
favors U.S. businesses over those in other advanced countries, and techno-
logical innovation in the energy sector, which is improving America’s trade
balance in petroleum products. A possible further weakening of foreign
demand conditions, however, could pose a risk to future U.S. export growth.

Global economic events could also affect the U.S. economy through
financial links between the United States and the rest of the world. These
links have increased dramatically in recent decades. U.S.-owned assets
abroad and foreign-owned assets in the United States increased more than
six-fold between 1994 and 2010.

“Global rebalancing” has been a major theme of U.S. international
economic policy since the beginning of the Obama Administration. In the
years before the global financial crisis erupted in 2008, large asymmetries had
developed in the global economy. Several countries characterized by large,
persistent current account surpluses, including Germany, Japan, and China,
relied too heavily on unsustainable growth in net exports to drive economic
growth. Several other countries characterized by large, persistent current
account deficits, including the United States, relied on unsustainable growth
in household consumption and construction of residential real estate. A
more symmetric, better balanced pattern of growth is needed throughout
the major economies. In the United States, future growth must be driven
less by consumption and more by net exports and investment. Conversely,
countries that have traditionally run large current account surpluses need
to rely more on domestic consumption and less heavily on net exports. So
far, the United States has made significant progress toward rebalancing.
For progress to continue, however, U.S. exports must grow even more, and
consumption in the surplus countries must increase.

THE EURO-AREA CRISIS AND ITS
IMPLICATIONS FOR THE UNITED STATES

A key potential risk in 2012 to the U.S. and global economic recover-
ies remains the sovereign-debt and banking crises in Europe. Economic and
fiscal conditions vary greatly among the 17 economies in the euro area, as
illustrated in Figure 5-2. Although there is significant heterogeneity among
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Figure 5-2
Economic and Fiscal Indicators for Selected Euro-Area Countries
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b. Public Debt—GDP Ratio (Percent)
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euro-area economies, economic and fiscal conditions in most of them
deteriorated throughout 2011. In 2012, the economies of Estonia, Finland,
and the Slovak Republic are predicted to grow by more than 2 percent, but
those in Greece, Italy, Portugal, and Spain are predicted to shrink by more
than 1.5 percent. Similarly, the ratio of general government gross debt to
GDP is projected to be roughly 70 percent or below in Estonia, Finland,
the Netherlands, the Slovak Republic, and Spain and above 110 percent in
Greece, Ireland, Italy, and Portugal.

Economic research shows that there are many determinants of sov-
ereign credit risk or sovereign borrowing costs, including individual factors
(Berg and Sachs 1988) and global financial factors (Eichengreen and Mody
2000; Longstaff et al. 2011). Since early 2010, both sets of factors raised bor-
rowing costs for some smaller and a few larger economies in the euro area.
The European Commission (EC) and the IMF negotiated assistance pro-
grams for Ireland (November 2010), Portugal (May 2011), and Greece (May
2010, July 2011, and October 2011). In October 2011, the sovereign-debt
crisis intensified in Italy and Spain, the third- and fourth-largest economies
in the euro area.’?

In response to the marked increase in sovereign borrowing costs, the
European Central Bank (ECB) intervened, resuming its Securities Markets
Program, in an effort designed to lower sovereign bond yields by purchasing
government debt in secondary markets. European leaders and institutions
have also introduced and expanded various measures to inhibit contagion,
such as the European Financial Stability Facility. While these measures have
helped contain the sovereign-debt crisis in Europe, significant risks remain.
Market participants are expressing ongoing concerns about the fiscal condi-
tions of Italy and Spain, as well as Greece and Portugal, in part because of
fears that economic growth in these countries is likely to be sluggish for a
prolonged period, exacerbating their fiscal situation.

European banks are among the largest holders of European govern-
ment debt. (See Financial Stability Oversight Council 2011 for a discussion
of the interconnections between U.S. banks, European banks, and European
government debt.) As concerns about sovereign debt rose, spreads widened
on sovereign bond yields relative to German bond yields in June 2011 (as
highlighted in Figure 5-3), leading to deteriorating conditions of both sol-
vency and liquidity among European banks. Toward the end of 2011, many
European banks were facing shortened maturities and higher costs of fund-
ing in the interbank market, an important source of bank liquidity.

In December 2011, after two successive cuts in interest rates, the ECB
took major steps to provide increased liquidity to euro-area banks. Among

* Assistance programs for Greece negotiated in 2011 have not yet been implemented.
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Figure 5-3

10-Year Bond Spreads Over German Bonds, 2010-2012

Basis points
3,600

a. Greece and Portugal

3,200

2,800

2,400

2,000

Greece

1,600 - Y
1,200 A
800
400 - Portugal
0 ‘ ‘ ‘ ‘
Jan-2010 Jul-2010 Jan-2011 Jul-2011 Jan-2012
Source: Bloomberg.
b. Italy, Spain, Belgium, and France
Basis points
600
----- Ttal i
500 1 il B
Spain l. " "‘
]
Belgium W '?
] ]
400 F u“
rance \
w0
300 A
’
L]
,.'
200
c‘. ‘l nl:'v
A ATk S P NPVOY
U] ~ ¥ )
100 + f
Jan. 31
0 T T T T
Jan-2010 Jul-2010 Jan-2011 Jul-2011 Jan-2012

Source: Bloomberg.

134 | Chapter 5




other measures, the ECB’s new longer-term refinancing operation extended
the maturity of loans offered to banks from one year to three years, and the
ECB eased collateral requirements for those loans. The Federal Reserve also
extended and reduced the cost of dollar liquidity swap arrangements to the
ECB, as it had done during the credit freeze of 2008—09. A currency liquidity
swap is an agreement between two or more parties to exchange a set amount
of a given currency for another currency at a given price until a specific date
in the future. In this case, the Federal Reserve provides dollars for periods
ranging from overnight to as long as three months in exchange for the cur-
rency of the foreign central bank. In turn, the foreign central bank can lend
the dollars during the specified period in its local markets, helping to relieve
funding pressures in those markets and to prevent the spread of strains to
markets elsewhere.

Given the interconnectedness of European and U.S. banks and the
presence of branches, agencies, and subsidiaries of European banks in the
United States, adverse financial conditions in Europe can be transmitted
to American financial institutions. According to the Federal Reserve’s
Senior Loan Officer Opinion Survey, several European branches tightened
standards on commercial and industrial (C&I) loans over the second half
of 2011, in contrast to U.S. and other foreign banks. The C&I loans on
the books of European branches in the United States have in fact declined
noticeably since the middle of 2011. Such financial data are being monitored
closely. One of the goals of recent financial oversight embedded in the
Dodd-Frank Wall Street Reform and Consumer Protection Act is to reduce
systemic risk by increasing transparency. Among other things, the new law
supports trading of financial instruments on central exchanges, including
derivatives. (For a discussion of the role of the Office of Financial Research
in fostering transparency, see Data Watch 5-1.)

Similarly, trade and investment links between the United States and
Europe are broad and deep, and, in recent years, of growing importance
relative to the rest of the world. Europe is a significant destination for U.S.
exports, accounting for more than 20 percent of U.S. goods exports and
nearly 40 percent of U.S. service exports. In addition, sales by European
affiliates of U.S. multinational firms totaled $3.1 trillion in 2008, making up
more than half of the $6.1 trillion in total sales abroad by U.S. multinational
firms. Furthermore, Europe is the leading foreign source of investment and
jobs in America, accounting for $173.2 billion, or 76 percent, of all foreign
direct investment (FDI) inflows into the United States in 2010.
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Data Watch 5-1: The Significance of the Office of Financial Research
(OFR) in Combating Global Risks to the U.S. Financial System

The recent financial crisis presented a stark example of the need for
comprehensive data on the financial system. While the initial catalyst for
the financial crisis was a decline in U.S. housing prices that in 2007 led
to a dramatic rise in subprime mortgage defaults (Brunnermeier 2009),
neither market participants nor policymakers were aware of the extent
to which leverage, reliance on ultra-cheap short-term funding, and a
web of interconnected transactions and claims had built up in the finan-
cial system prior to that time. It became clear that investors had placed
too high a value on the underlying homes, real estate, and other assets
that were supposed to stand behind their investments. Consequently, as
defaults on mortgages multiplied, they triggered a wholesale flight from
related financial securities, which spread across countries and financial
markets. The inadequacy of information available to assess risks prop-
erly magnified that flight from risk (Squam Lake Working Group 2009).
The resulting credit crunch ultimately triggered a global economic
recession from which many countries are still recovering.

Responding to the devastating effects of the financial crisis, on July
21, 2010, Congress enacted the Dodd-Frank Wall Street Reform and
Consumer Protection Act (PL 111-203). The creation of the OFR in that
Act addresses two glaring deficiencies in the financial data infrastructure
that were revealed by the crisis. First, the OFR is charged with increasing
the availability of financial information so that policymakers can better
identify, analyze and monitor potential risks to the U.S. financial system.
Critically, given the interconnectedness of global financial markets, this
legislation permits the acquisition of data from financial institutions
related to their activities globally that may pose a threat to the financial
stability of the United States. Second, OFR is charged with improving
the quality of financial information, in part by standardizing the types
and formats of data that are reported to regulators. Standardized data
would make it easier for policymakers to accurately evaluate whether
a financial institution or group of institutions—located either domesti-
cally or abroad—or certain financial activities in which they may be
engaged pose a threat to the U.S. financial system.

Over the past eighteen months, the OFR has laid the critical
groundwork for enhancing both the quantity and the quality of finan-
cial information that is available to U.S. policymakers. The OFR is in
the midst of comprehensively cataloguing the data that are currently
held and collected by U.S. financial regulators. Concurrently, the OFR
will collaborate with the member agencies of the Financial Stability
Oversight Council to identify and fill deficiencies in the collection of
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data on financial markets. Likewise, the OFR has taken an important
step toward enhancing the quality of the financial data infrastructure
through the promotion of a global Legal Entity Identifier (LEI) for
financial institutions. At the G-20 Cannes Summit, leaders supported
the development of a global LEI and tasked the Financial Stability Board
with coordinating this work. U.S. policymakers have partnered with the
global financial services industry, foreign regulators, and associations
such as the International Organization for Standardization to develop
and begin to implement a universal standard for identifying counterpar-
ties to financial transactions (Department of Treasury 2011). In time,
further initiatives will be undertaken to meet the information needs
of regulators in fulfilling the mandate of the Dodd-Frank Wall Street
Reform Act and responding to potential threats to the financial stability
of the United States.

Outlook for Europe and Implications for the U.S. Economy

As noted, the crisis in Europe has slowed both current and predicted
growth. The IMF estimates that euro-area growth in 2011 was 1.6 percent,
but for 2012, the IMF forecasts that economies in the euro area will contract
by 0.5 percent.

Faltering consumer confidence in Europe has spread to countries out-
side the euro area. Britain’s Nationwide Consumer Confidence Index fell for
the fifth month in a row in November 2011, reaching an all-time low of 36
points, compared with a historical average of 77. Economic growth projec-
tions for the European Union for 2012 are lower than for 2011: -0.1 percent
in 2012 compared with 1.6 percent for 2011 (IMF 2012). A slowdown in
Europe could affect the U.S. economy through two channels in addition to
the finance channel mentioned above: trade and direct investment.

Exports. The share of U.S. goods exports to Europe has been over
20 percent for decades. A severe financial episode in Europe could reduce
exports from businesses throughout the United States. As is the case with
flows of inward investment, exports to Europe are distributed broadly across
the United States, as displayed in Figure 5-4. The European Union is the
destination for more than 20 percent of total goods exports from Alabama,
Connecticut, Indiana, Massachusetts, South Carolina, and West Virginia.
Exports range from cars, aircraft, and semiconductors, to coal, gold, soy-
beans, kaolin, and live chickens. Moreover, export data for commodities
underestimate the extent of U.S. trade with Europe because, as noted, more
than one-third of U.S. service exports go to Europe. Shrinking purchases of
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Figure 5-4
Share of Each State's Goods Exports to the European Union by State,
2010
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Source: U.S. Census Bureau, Foreign Trade Data.

American goods and services by Europeans could have a significant impact
on U.S. employment in several states.

Foreign Direct Investment. Declines in output, profit, and investor
confidence in Europe could have an adverse effect on the ability and willing-
ness of European firms to invest in American firms and jobs. The United
States received more than $228 billion in FDI from all foreign sources
in 2010, over 75 percent of which came from Europe. Between 2004 and
2010, FDI flowed into every state, with Texas receiving the most, followed
by Alaska, California, New York, Indiana, Illinois, Ohio, Alabama, South
Carolina, and Georgia.

International Cooperation in Resolving Crises

The data in Figure 5-3 starkly reflect growing concerns of market
participants regarding the scope and magnitude of euro-area bank and sov-
ereign-credit risk. In the last decade, systemic risk related to financial crises
has received more attention in the economics literature, including studies
by Allen and Gale (2000), Kaminsky, Reinhart, and Vegh (2003), Frankel
and Wei (2005), Reinhart and Rogoff (2009), and Ang and Longstaff (2011).

While Europe has the capacity to take responsibility for addressing
its crisis through decisive policy action and a credible financial backstop,
the United States has made clear that the international community has a
strong interest in the successful resolution of the crisis. The Administration
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is engaging with European governments both bilaterally and in multilateral
forums. The United States has also been involved in the response to the crisis
through its role in the IMF.

The Administration continues to urge movement along several
dimensions in Europe: robust implementation of countries’ agreed fiscal and
structural reform programs, in the context of steps that euro-area leaders
have outlined to reform fiscal governance in the euro area; a more substan-
tial financial firewall to ensure that governments can borrow at sustainable
interest rates while executing policies to strengthen the foundations for
growth and to reduce their debts; and measures to ensure that European
banks have sufficient liquidity and are adequately capitalized to maintain the
full confidence of depositors and creditors.

Global and U.S. economic performance will depend, in part, on the
swift resolution of problems in the euro area. In such times of global eco-
nomic and financial disequilibrium, U.S. coordination with international
partners remains essential.

FOREIGN DIRECT INVESTMENT, INTERNATIONAL
TRADE, AND THE U.S. ECcONOMY

Experience and economic theory suggest that a global economy can
provide enormous advantages for American workers, consumers, and firms.
In the absence of international trade and investment, a country can consume
only what it produces, it can invest only what it saves, it can use only the
technology that it creates, and it can take advantage of only those natural
resources within its borders. Countries that have deliberately cut themselves
off from international trade and investment for extensive periods of time
have paid a stiff price in forgone opportunities for investment, consumption,
and growth. North Korea, a nation that has pursued this kind of isolation
assiduously, illustrates this point in a powerful and tragic way. Before Kim
II-Sung seized power in northern Korea, it was at least as rich as southern
Korea. Today, per capita GDP in South Korea is over 17 times higher than
that of North Korea.

One of America’s achievements after World War II was helping to
build the open and integrated global trading and investment system that
now incorporates almost all of the world’s economies. Of course, this system
brings challenges, along with opportunities. The Obama Administration
has focused on meeting the challenges of this system in ways that enable
American workers and firms to make the most of the rich opportunities
provided by a more open global trading and investment system. At the same
time, the Administration has sought to ensure, through strong enforcement
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efforts, that other countries play by the rules of the system, and it has sought
to protect those who are potentially adversely affected by global competi-
tion with a stronger safety net and an improved training and reemployment
system (discussed in Chapters 6 and 7).

Investment in the United States by Foreign Companies

The United States had the largest annual flow of inbound FDI of any
economy in the world in every year between 2006 and 2010. By 2010, the
cumulative FDI stock in the United States had reached nearly $3.5 trillion—
more than three times the FDI stock in each of the next three largest recipi-
ents (Hong Kong, France, and the United Kingdom) and more than five
times China’s cumulative inbound FDI stock ($579 billion). Given the rapid
GDP growth of large emerging markets such as Brazil, India, and China,
both before and after the global financial crisis, it is not surprising that these
countries and other emerging markets are absorbing an increasing fraction
of the world’s FDI. Nevertheless, their inflows remained substantially below
those into the United States throughout this period.

Like trade flows, FDI flows tend to be procyclical, rising when the
global economy expands and contracting when it shrinks. In late 2008 and
2009, as the global economy sank into its deepest postwar recession, FDI
inflows around the world contracted (Figure 5-5); by 2009, total FDI flows
were roughly 60 percent of their 2007 levels. Nonetheless, the United States
remained the largest destination for new FDI inflows. As both the U.S. and
global economies recovered from the recession, FDI inflows into the United
States increased 49 percent from 2009 to 2010. Then, as global growth
slowed again in 2011, FDI into the United States also decelerated. Through
the third quarter of 2011, FDI inflows into the United States were running
roughly 4 percent below 2010 levels.

If the global economy returns to normal growth rates, FDI inflows
into the United States will likely resume their growth. The Nation continues
to offer a set of “fundamental attractors” to foreign investors that other
countries struggle to match. One such attractor is the sheer size of America’s
domestic market. In 2010, America’s GDP was nearly two-and-a-half times
larger than that of China, the world’s second-largest economy. The United
States also offers potential investors a strong rule of law, a highly skilled,
motivated workforce, a highly developed financial system, and effective
protection of property rights. The United States continues to lead the world
in key technologies, attracting investment by firms eager to conduct world-
class research in close proximity to the world’s top universities. For all of
these reasons, leading companies around the world continue to be attracted
to investment opportunities within the borders of the United States.
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Figure 5-5
Annual FDI Inflows, Selected Countries, 2006-2010
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The Benefits of FDI. U.S. affiliates of foreign firms make significant
contributions to U.S. employment, output, investment, research and devel-
opment (R&D), and exports. The Bureau of Economic Analysis (BEA) of
the U.S. Department of Commerce surveys the activities of foreign-owned
affiliates in the United States. According to its data, in 2008, subsidiaries
of foreign companies accounted for nearly 5 percent of U.S. private-sector
jobs, more than 11 percent of all U.S. private capital investment, more than
14 percent of all U.S. private-sector R&D, and 19 percent of all U.S. goods
exported. In that year, the U.S. employees of these global companies earned
an average annual compensation of about $73,000—about one-third more
than the economy-wide average.

Economic research shows that the benefits of foreign investment are
even greater than these measures indicate. When foreign subsidiaries use
advanced technologies and effective management to achieve high levels of
productivity in their U.S. operations, the benefits can “spill over” to their
American competitors (Keller and Yeaple 2009). As U.S. firms increasingly
interact in their home market with highly productive foreign subsidiar-
ies, the U.S. firms may be able to learn from their competitors” strengths.
Keller and Yeaple find that 14 percent of the aggregate productivity growth
between 1987 and 1996 (a period of rapidly rising FDI in the United States)
resulted from FDI-related productivity spillovers. These spillovers were
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particularly valuable for small firms, which do not routinely encounter these
competitors in markets outside the United States. One reason proximity
matters is that employees who move from foreign firms to domestic firms
are often an important conduit through which knowledge diffuses from
foreign to domestic firms (Poole forthcoming).

While foreign firms sometimes establish entirely new enterprises in
the United States, with newly constructed plants and newly hired workers
(known as “greenfield” investment), they more often gain a foothold in the
U.S. market by merging with or acquiring existing domestic businesses.
These transactions can be beneficial. Finally, FDI can help connect domestic
firms to export networks and opportunities. The importance of such con-
nections is well documented in developing countries (Aitken, Hanson, and
Harrison 1997), but the United States can also benefit from such connections.

Encouraging FDI in the United States. The Obama Administration
has taken vigorous steps to facilitate and promote inward FDI in the United
States. As emerging markets expand, the forces of economic gravity are
likely to pull more and more of the world’s FDI inflows into these econo-
mies. Recognizing the reality of greater global competition for FDI, the
Obama Administration has set up SelectUSA, a “one-stop shop” based in
the Department of Commerce that helps both foreign and U.S. investors find
the best options for their prospective businesses within the borders of the
United States. SelectUSA is the first systematic Federal Government initia-
tive to identify, inform, assist, and attract potential investors to the United
States. It is also finding ways to partner with state and local economic devel-
opment agencies, so that governments at all levels can coordinate efforts to
attract investment. In the United States, state, local, and regional economic
development organizations (EDOs) facilitate business investment attraction,
retention, and expansion. SelectUSA can help these organizations compete
more successfully with alternative production sites outside the United States;
it can also function as an important resource for these organizations on
international investment issues.

SelectUSA’s activities cover a broad range of investment promotion
functions. Staff respond to investment inquiries, help connect investors to
appropriate federal and state agencies, and educate investors regarding rele-
vant U.S. policies and procedures. SelectUSA staff and senior leadership also
serve as ombudsmen for the investment community in Washington, work-
ing across the Federal Government to address investor concerns and issues
involving federal agencies. Finally, SelectUSA works with U.S. EDO officials
and U.S. embassies and consulates to organize events abroad that enable U.S.
locales to promote themselves as a destination for FDI. President Obama has
recently called for a substantial increase in support for SelectUSA, proposing
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$12 million in new resources and an increase in staff to 35 full-time employ-
ees. Complementing this investment, President Obama has proposed to
increase the presence of the Department of Commerce’s U.S. and Foreign
Commercial Service officers in key markets. These new officers will enhance
the ability of the U.S. global network of embassies and consulates to promote
FDI in the United States.

President Obama has also called for tax reforms that will help attract
more FDI. These proposals include a decrease in the United States’ cor-
porate income tax rate, as well as additional tax incentives for firms that
manufacture, conduct R&D, or invest in the capability to produce clean
energy products within the borders of the United States. At the same time,
the President’s proposals eliminate incentives for U.S. firms to move jobs
and production offshore. By complementing the United States’ fundamental
attractors with well-targeted FDI promotion efforts, the Federal Government
can help ensure that the United States remains a premier destination for for-
eign direct investment for many years to come.

The National Export Initiative

In his January 2010 State of the Union address, President Obama set
a goal of doubling U.S. exports of goods and services in five years, meaning
that nominal exports would double from their 2009 level of $1.58 trillion
to an annual level of $3.16 trillion by the end of 2014. To meet that goal,
nominal U.S. exports must grow an average of 15 percent a year. So far,
exports have grown even faster, putting the U.S. economy on track to meet
the President’s goal. In fact, the United States is currently ahead of schedule,
despite the recent global trade slowdown. Over the 12 months ending in
November 2011, total U.S. exports of goods and services exceeded $2.08
trillion, surpassing the pre-crisis peak level of $1.7 trillion and establishing
a historical record. Current data suggest that the ratio of exports to GDP
nearly reached 14 percent in 2011, another historical record.

Anatomy of Recent Growth in Goods Exports. U.S. trade data provide
an interesting picture of the markets and goods in which America’s export
growth has been concentrated since the global financial crisis. Table 5-1
ranks U.S. export goods categories in order of the biggest increases in export
value between the first half of 2009 and the first half of 2011. The top 10
categories collectively account for 72 percent of the total value increase in
exports between the two periods.

The biggest increases have been concentrated in manufacturing
industries characterized by high technology and capital intensity and in pri-
mary products, reflecting America’s abundant endowments of human and
physical capital, its technological prowess, and its natural-resource wealth.
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Between the first half of 2009 and the first half of 2011, the United States
increased its exports of vehicles by more than $26 billion (83 percent); its
exports of engines, appliances, and general machinery by more than $25
billion (35 percent); and its exports of electrical machinery by more than
$19 billion (33 percent). Exports of plastics, organic chemicals, and steel and
ferrous metals increased by 53 percent, 57 percent, and 78 percent, respec-
tively. These data point to America’s competitiveness in important sectors
of manufacturing.

At the same time, the data reaffirm the United States’ strength as an
exporter of natural-resource-intensive goods. Exports of mineral fuels and
oils (a commodity dominated by shale oil) surged by 150 percent, or more
than $35 billion, over the two-year period. That surge stems from techno-
logical breakthroughs in horizontal drilling and hydraulic fracturing that
are allowing U.S. producers to extract oil from previously unusable areas;
these technological developments are reviewed further in Chapter 8. Fuel
exports have grown so much that the United States became a net exporter
in 2011, for the first time in decades. The United States remains the world’s
largest importer of crude oil, and U.S. net imports of crude remain large
relative to net exports of fuel products, but increased domestic production is
offsetting some crude oil imports. Exports of gold, diamonds, and precious
metals grew 94 percent, reflecting the high prices of those commodities on
international markets.

Exports of cereals grew 77 percent, reflecting America’s strength as
a producer of agricultural commodities. This strength is also reflected in
the impressive growth of total agricultural exports, a broader category not
shown in the table, which increased by 51.8 percent over the same period, an
expansion of $24 billion in dollar terms. The U.S. Department of Agriculture
reports that U.S. agricultural exports reached a record high of $137.4 bil-
lion in Fiscal Year 2011, and that America’s agricultural sector recorded a
trade surplus of $42 billion over that period. America’s ranchers, farmers,
and producers are benefiting from the Administration’s focus on free trade
agreements and increased market access abroad.

Trends Driving Growth in Goods Exports. The sharp growth in
goods exports reflects, in part, the impact of recovering from the depth of
the global financial and economic crisis. It also reflects the impact of coor-
dinated Federal Government action flowing from the President’s National
Export Initiative. These actions amplify the positive influence of longer-term
trends that are enhancing the competitiveness of the U.S. tradable goods sec-
tor, particularly in manufacturing. U.S. workers are more productive than
those of any other G-20 economy, and U.S. productivity growth has been
especially strong in the manufacturing sector. However, highly productive
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Table 5-1
Growth in U.S. Goods Exports, by Product

Export growth, 12-month
2009:H1-2011:H1 sum

Product HS-code (Sept. 2010-

Change Change Aug. 2011)

($ Billions) (%) ($ Billions)
Mineral fuels (including shale oil) 27 35.8 150 113.3
Vehicles and parts 87 26.3 83 112.7
Engines, appliances, and general machinery 84 25.7 35 198.7
Electrical machinery and equipment accessories 85 19.1 33 157.3
Precious metals and gems 71 16.6 94 64.9
Plastics 39 10.2 53 57.5
Organic chemicals 29 8.0 57 444
Optical equipment and medical devices 90 74 24 78.0
Cereals 10 6.7 77 27.8
Iron and steel 72 5.5 78 23.8

Note: Export growth is measured between the first half of 2009 (2009:H1) and the first half of 2011 (2011:H1).
Source: U.S. International Trade Commission.

U.S. workers can be placed at a competitive disadvantage because of low
labor costs abroad. This disadvantage was especially severe in the early
years of the 2000s when the enduring effects of earlier financial crises in
many parts of the world depressed production costs in much of Asia, Brazil,
Russia, and elsewhere.

Since then, continued robust productivity growth in the United States,
particularly in the manufacturing sector, has been reinforced by a gradual
realignment of the currencies of many U.S. trading partners. The result has
been a sharp improvement in relative unit labor costs in the United States.
For example, the U.S. Bureau of Labor Statistics (BLS) tracks changes over
time in the unit labor cost of manufacturing in the United States and in key
trading partners. U.S. hourly compensation in manufacturing has grown
over the past decade, but rapid productivity growth in the United States has
reduced the cost of producing a unit of manufactured output. Meanwhile,
measured in U.S. dollars, the cost of producing a unit of manufactured
output in key trading partners has risen, in some cases substantially. Of the
19 economies tracked by the BLS, only Taiwan managed to improve its unit
labor cost position more than the United States did.* Figure 5-6 displays
changes in manufacturing unit labor costs for some of the key economies
tracked by the BLS.

* Although the BLS does not track Chinese unit labor costs, it has tracked an index of import
prices from China since 2003, and the most recent movements in this index suggest that
Chinese unit labor costs are also rising.
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Figure 5-6
Change in Manufacturing Unit Labor Costs, 2002-2010
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The impact of these shifts can be seen in a number of industries
including the auto industry. As U.S. auto demand recovers, the Big 3
domestic auto companies and the foreign-domiciled companies have been
expanding U.S. production. This expansion is designed not only to serve the
U.S. market but also to use U.S. production sites as an export platform from
which to serve other markets within the Americas and beyond. Ford has
announced intentions to increase investment in the United States, both to
serve the U.S. market and to export. Such plans include insourcing produc-
tion of its F-650 and F-750 medium-duty trucks to Ohio from Mexico; it also
reportedly plans to move manufacture of components like transmission oil
pumps from China to Michigan.

Improved competitiveness also appears to be reflected in employ-
ment data. U.S. manufacturers have added jobs for two consecutive years,
something that had not happened since the late 1990s. Manufacturing
employment has grown faster in the United States than in any other leading
developed economy since the start of the recovery. As of the most recent
period for which comprehensive data are available, the United States has
added more net manufacturing jobs since the start of 2010 than the rest
of the Group of 7 countries put together, with over 300,000 created since
December 2009. While the economy is still far from recovering all the
manufacturing jobs lost during the recession, signs suggest that the United
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States may be experiencing a manufacturing revival. Between 2010:Q1 and
2011:Q3, manufacturing employment rose 2.5 percent in the United States
compared with 2.4 percent in Germany and 1.8 percent in Canada.

In some industries, the advantage created by high U.S. productivity
is reinforced by the additional advantage of abundant, domestic, low-cost
natural gas. Only a few years ago, leaders of the domestic organic chemical
industry predicted that shortages in natural gas would dramatically raise
the domestic price of natural gas, one of their key inputs. Without adequate
domestic supplies of natural gas at reasonable prices, it seemed likely that
chemical production would have to shift overseas.

Since the mid-2000s, however, the discovery of new natural gas
reserves, such as those within the Marcellus Shale Formation, and the devel-
opment of hydraulic fracturing techniques to extract natural gas from these
reserves have led to rapidly growing domestic production and relatively low
domestic prices for households and downstream industrial users. By keeping
domestic energy costs relatively low, the increased supply from this resource
supports energy-intensive manufacturing in the United States. In fact,
companies such as Dow Chemical and Westlake Chemical have announced
intentions to make major investments in new U.S. facilities over the next
several years. In the longer run, the scale of America’s natural gas endow-
ment appears to be large enough that exports of natural gas to other major
markets could be economically viable. The Obama Administration is taking
steps to ensure that this resource is developed in a safe and environmentally
responsible way.

However, in most of the manufacturing industries where American
firms continue to enjoy robust export sales, U.S. producers rely principally
on high productivity, rather than inexpensive inputs, to offset the higher
wages and other labor compensation they pay their U.S. workers. The open-
ness and competitive intensity of the American economy have been a key
source of our national strength, since they have increased the efficiency
of U.S. firms and industries. (See Hsieh and Klenow 2009, 2011 for recent
research.) As a consequence, even extremely low wages in developing coun-
tries are not sufficient to provide a commanding cost advantage with respect
to U.S. firms, at least in some product categories.

Exports can also be measured by looking at major destination mar-
kets. Table 5-2 ranks destination markets by the increase in value of exports
between the first half of 2009 and the first half of 2011. The top 10 markets
collectively accounted for 70 percent of the total increase in export value.
Export flows to Canada and Mexico increased by nearly $80 billion. Much
of the rest of the U.S. export expansion was driven by exports to Asia. Even
the tsunami-battered Japanese economy purchased nearly $8 billion more
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Table 5-2
Dissection of U.S. Goods Export Growth, by Market

Export growth, 12-month sum
2009:H1-2011:H1 N
Market (Sept.22001110 Aug.
Change Change  Bill )
($ Billions) (%) (8 Billions)

Canada 43.1 45 272.2
Mexico 36.3 62 187.1
China, Mainland 19.2 63 102.2
Euro Area 16.1 20 193.2
Republic of Korea 9.0 72 42.1
Brazil 8.4 71 40.2
Japan 7.7 31 64.3
Hong Kong 6.9 71 319
Taiwan 6.0 80 27.5
Singapore 5.0 51 30.5

Note: Export growth is measured between the first half of 2009 (2009:H1) and the first half of 2011 (2011:H1).
Source: U.S. International Trade Commission.

in U.S. exports in the first half of 2011 than it did in the first half of 2009.
Outside of North America and Asia, Brazil continued to display its emerging
economic importance, absorbing a 71 percent increase in U.S. exports that,
in dollar terms, slightly exceeded export growth to Japan.

The Role of Services in Export Growth and America’s Current
Account Balance

While export growth is critical, exports are just one component of the
current account balance, the most comprehensive measure of the Nation’s
exchange of goods and services with the rest of the world. The main compo-
nents of the current account include exports and imports of goods, exports
and imports of services, and the income balance—the difference between the
income American firms earn from their foreign businesses and the income
foreign firms earn from their U.S. businesses.

A look at the recent history of the U.S. current account balance and its
key components reveals some interesting patterns. Although U.S. exports of
goods are at historical highs, reflecting in part the improved competitiveness
of American manufacturers, the U.S. trade deficit in goods (which does not
include trade in services) has nevertheless widened significantly since early
2009, as an expanding economy has boosted demand for imports (Figure
5-7). The trajectory of the U.S. current account, however, is following a
different path now than it did in the previous recovery, and the difference
primarily reflects the impact of the other two main elements of the current
account—services trade and the U.S. income balance.
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From the early 2000s through 2006, the current account balance
tracked the trade balance in goods quite closely. The two series began to
diverge in late 2007. The balance on goods remained in deep deficit, but the
trade surplus in services began to increase, and the income balance grew
even more rapidly. When the global financial crisis hit in earnest in the
third quarter of 2008, U.S. growth and import demand dried up, and the
two series moved closely together (this time rapidly toward balance) through
early 2009. Then, as financial markets stabilized and growth resumed, a gap
opened up once again. The balance on goods deteriorated, but the services
surplus expanded and the income balance grew even more sharply, largely
offsetting the declining balance in goods and keeping the current account
relatively stable. More recently, the goods trade balance appears to have
broadly stabilized, whereas the services surplus and the income balance
continue to grow. With a need to further strengthen the current account bal-
ance, federal policymakers recognize the need not only to encourage exports
of goods, but also to expand the important role that services trade can play
in that process.

The Prospects for Trade Growth in Services. Like most other advanced
economies, U.S. GDP is dominated by service industries. According to the
Bureau of Economic Analysis, services, broadly defined, account for more
than 60 percent of U.S. GDP. However, the role of business services within

Figure 5-7
U.S. Current Account Balance and Its Components, 2000-2011
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the U.S. economy is less widely recognized. In 2007, a year unaffected by the
recent severe downturn and gradual recovery, business services, a collec-
tion of industries that includes finance, engineering services, research and
development services, and software production, employed 25 percent of the
U.S. workforce according to data from the Economic Census. The share of
employment in business services was substantially larger than in the entire
manufacturing sector in that year (10 percent), and the average wage in
business services, $56,000, was significantly higher than in manufacturing
($46,000) (Jensen 2011).

While services remain more difficult to trade than goods, advances in
communications technologies and the growing ease and declining expense
of international travel are making business services increasingly tradable
across countries. As this trend gained strength, employment in the business
service sector increased almost 30 percent between 1997 and 2007, while
manufacturing employment decreased more than 20 percent. Most tradable
business services rely intensively on highly skilled experts, which the United
States has in large numbers. In other words, the growing tradability of busi-
ness services plays to America’s comparative advantage. Some evidence of
this potential is apparent when one looks at the broader context of America’s
trade across the full range of service industries.

Services exports have expanded dramatically, growing by 114 per-
cent between 1997 and 2010, according to official data. They now account
for nearly 30 percent of total U.S. exports. Imports of services have also
expanded rapidly, but the U.S. surplus in services trade, already large, has
more than tripled since 2003.

What are the categories of services exports, and what is their relative
contribution to the surplus? Figure 5-8 depicts the aggregate service trade
flows in the five main categories tracked by official statistics and measures
their contribution to America’s overall services trade surplus.

Travel exports reflect the spending of foreign tourists and business
travelers to the United States who purchase goods and services here, while
travel imports reflect purchases made by U.S. residents traveling abroad.
The United States remains among the world’s leading tourist destinations
and runs a surplus in travel trade. The Obama Administration has sought
to expand U